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Statement on Auditing Standards

Issued by the Committee on Auditing Procedure
American Institute of Certified Public Accountants

Copyright 1973 by the
American Institute of Certified Public Accountants, Inc.
666 Fifth Avenue, New York, N. Y. 10019

Foreword
This Statement is a codification of and supersedes Statements on
Auditing Procedure Nos. 33 through 54 previously issued by the
Committee on Auditing Procedure. It incorporates all of the substantive matters covered in those Statements.
At the time of original issuance, some members of the Committee
on Auditing Procedure assented with qualification or dissented to
some portions of the Statements on Auditing Procedure that are
being superseded by this Statement. The 1971-72 Committee decided not to include the dissents and qualified assents in this Statement in order to avoid any possible uncertainty or confusion regarding the authority of this Statement. In doing so, the Committee
does not intend to detract in any way from the educational value of
such dissents and qualified assents, nor to imply either that the respective committee members have changed their personal opinions
on these matters or that the 1971-72 committee members agree
entirely with all of the positions expressed in Statements on Auditing Procedure Nos. 33—54. The dissents and qualified assents as
originally published are available at the American Institute of Certified Public Accountants.
The Committee acknowledges the outstanding contribution of the
Task Force of past committee members who codified the existing
Statements. The Task Force consisted of the following members:
ROBERT C. HOLSEN, Chairman
SAUL BELDOCK
NORMAN COGLIATI
ROBERT C ELLYSON
JOHN W. NICHOLSON
HYMAN MULLER,

Research Consultant
Assistant Manager, Special Projects

HORTENSE GOODMAN,
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Introduction

Responsibilities and Functions
Of the Independent Auditor

.01 The objective of the ordinary examination of financial statements by the independent auditor is the expression of an opinion
on the fairness with which they present financial position, results of
operations, and changes in financial position in conformity with generally accepted accounting principles. The auditor's report is the
medium through which he expresses his opinion or, if circumstances
require, disclaims an opinion. In either case, he states whether his
examination has been made in accordance with generally accepted
auditing standards. These standards require him to state whether,
in his opinion, the financial statements are presented in conformity
with generally accepted accounting principles and whether such
principles have been consistently applied in the preparation of the
financial statements of the current period in relation to those of the
preceding period.
Distinction Between Responsibilities of
Auditor and Management
.02 Management has the responsibility for adopting sound
accounting policies, for maintaining an adequate and effective
system of accounts, for the safeguarding of assets, and for devising a system of internal control that will, among other things,
help assure the production of proper financial statements. The
transactions which should be reflected in the accounts and in the
financial statements are matters within the direct knowledge and
control of management. The auditor's knowledge of such transactions is limited to that acquired through his examination. Accordingly, the fairness of the representations made through financial
statements is an implicit and integral part of management's responsibility. The independent auditor may make suggestions as to
§110.02
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the form or content of financial statements or he may draft them
in whole or in part, based on management's accounts and records.
However, his responsibility for the statements he has examined is
confined to the expression of his opinion on them. The financial
statements remain the representations of management.
Professional Qualifications
.03 The professional qualifications required of the independent
auditor are those of a person with the education and experience
to practice as such. They do not include those of a person trained
for or qualified to engage in another profession or occupation. For
example, the independent auditor, in observing the taking of a
physical inventory, does not purport to act as an appraiser, a
valuer, or an expert in materials. Similarly, although the independent auditor is informed in a general manner about matters of
commercial law, he does not purport to act in the capacity of a
lawyer and may appropriately rely upon the advice of attorneys
in all matters of law.
.04 In the observance of generally accepted auditing standards,
the independent auditor must exercise his judgment in determining
which auditing procedures are necessary in the circumstances to
afford a reasonable basis for his opinion. His judgment is required
to be the informed judgment of a qualified professional person.
Detection of Fraud
.05 In making the ordinary examination, the independent auditor is aware of the possibility that fraud may exist. Financial statements may be misstated as the result of defalcations and similar
irregularities, or deliberate misrepresentation by management, or
both. The auditor recognizes that fraud, if sufficiently material,
may affect his opinion on the financial statements, and his examination, made in accordance with generally accepted auditing
standards, gives consideration to this possibility. However, the
ordinary examination directed to the expression of an opinion
on financial statements is not primarily or specifically designed,
and cannot be relied upon, to disclose defalcations and other similar irregularities, although their discovery may result. Similarly,
although the discovery of deliberate misrepresentation by management is usually more closely associated with the objective of the
§110.03
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ordinary examination, such examination cannot be relied upon to
assure its discovery. The responsibility of the independent auditor
for failure to detect fraud (which responsibility differs as to clients
and others) arises only when such failure clearly results from
failure to comply with generally accepted auditing standards.
.06 Reliance for the prevention and detection of fraud should
be placed principally upon an adequate accounting system with
appropriate internal control. The well-established practice of the
independent auditor of evaluating the adequacy and effectiveness
of the system of internal control by testing the accounting records
and related data and by relying on such evaluation for the selection and timing of his other auditing procedures has generally
proved sufficient for making an adequate examination. If an objective of an independent auditor's examination were the discovery
of all fraud, he would have to extend his work to a point where
its cost would be prohibitive. Even then he could not give assurance that all types of fraud had been detected, or that none
existed, because items such as unrecorded transactions, forgeries,
and collusive fraud would not necessarily be uncovered. Accordingly, it is generally recognized that good internal control and
fidelity bonds provide protection more economically and effectively. In the case of fidelity bonds, protection is afforded not only
by the indemnification for discovered defalcations but also by the
possible deterrent effect upon employees; the presence of fidelity
bonds, however, should not affect the scope of the auditor's examination.
.07 When an independent auditor's examination leading to an
opinion on financial statements discloses specific circumstances that
make him suspect that fraud may exist, he should decide whether
the fraud, if in fact it should exist, might be of such magnitude
as to affect his opinion on the financial statements. If the independent auditor believes that fraud so material as to affect his
opinion may have occurred, he should reach an understanding with
the proper representatives of the client as to whether the auditor
or the client, subject to the auditor's review, is to make the investigation necessary to determine whether fraud has in fact occurred,
and, if so, the amount thereof. If, on the other hand, the independent auditor concludes that any such fraud could not be so
material as to affect his opinion, he should refer the matter to the
proper representatives of the client with the recommendation that
§110.07
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it be pursued to a conclusion. For example, frauds involving
"lapping" accounts receivable collections, or frauds involving overstatements of inventory, could be material, while those involving
peculations from a small imprest fund would normally be of little
significance because the operation and size of the fund tend to
establish a limitation.
.08 The subsequent discovery that fraud existed during the
period covered by the independent auditor's examination does not
of itself indicate negligence on his part. He is not an insurer or
guarantor; if his examination was made with due professional skill
and care in accordance with generally accepted auditing standards, he has fulfilled all of the obligations implicit in his undertaking.
Responsibility to the Profession
.09 The independent auditor also has a responsibility to his profession, the responsibility to comply with the standards accepted
by his fellow practitioners. In recognition of the importance of such
compliance, the American Institute of Certified Public Accountants
has adopted, as part of its Code of Professional Ethics, rules which
support the standards and provide a basis for their enforcement.

150

Generally Accepted
Auditing Standards

.01 Auditing standards differ from auditing procedures in that
"procedures" relate to acts to be performed, whereas "standards"
deal with measures of the quality of the performance of those acts
and the objectives to be attained by the use of the procedures undertaken. Auditing standards as distinct from auditing procedures
concern themselves not only with the auditor's professional qualities
but also with the judgment exercised by him in the performance of
his examination and in his report.
.02 The generally accepted auditing standards as approved and
adopted by the membership of the American Institute of Certified
Public Accountants are as follows:
§
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General Standards
1. The examination is to be performed by a person or persons having adequate technical training and proficiency as an auditor.
2. In all matters relating to the assignment, an independence in
mental attitude is to be maintained by the auditor or auditors.
3. Due professional care is to be exercised in the performance of the
examination and the preparation of the report.
Standards of Field Work
1. The work is to be adequately planned and assistants, if any, are
to be properly supervised.
2. There is to be a proper study and evaluation of the existing internal control as a basis for reliance thereon and for the determination of the resultant extent of the tests to which auditing
procedures are to be restricted.
3. Sufficient competent evidential matter is to be obtained through
inspection, observation, inquiries, and confirmations to afford a
reasonable basis for an opinion regarding the financial statements
under examination.
Standards of Reporting
1. The report shall state whether the financial statements are presented in accordance with generally accepted accounting principles.
2. The report shall state whether such principles have been consistently observed in the current period in relation to the preceding period.
3. Informative disclosures in the financial statements are to be regarded as reasonably adequate unless otherwise stated in the
report.
4. The report shall either contain an expression of opinion regarding
the financial statements, taken as a whole, or an assertion to the
effect that an opinion cannot be expressed. When an overall
opinion cannot be expressed, the reasons therefor should be
stated. In all cases where an auditor's name is associated with
financial statements, the report should contain a clear-cut indication of the character of the auditor's examination, if any, and the
degree of responsibility he is taking.
§ 150.02
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.03 These standards to a great extent are interrelated and interdependent. Moreover, the circumstances which are germane to a
determination of whether one standard is met may apply equally
to another. The elements of "materiality" and "relative risk" underlie the application of all the standards, particularly the standards of
field work and reporting.
.04 The concept of materiality is inherent in the work of the
independent auditor. There should be stronger grounds to sustain
the independent auditor's opinion with respect to those items which
are relatively more important and with respect to those in which the
possibilities of material error are greater than with respect to those
of lesser importance or those in which the possibility of material
error is remote. For example, in an enterprise with few, but large,
accounts receivable, the accounts individually are more important
and the possibility of material error is greater than in another enterprise that has a great number of small accounts aggregating the same
total. In industrial and merchandising enterprises, inventories are
usually of great importance to both financial position and results
of operations and accordingly may require relatively more attention
by the auditor than would the inventories of a public utility company. Similarly, accounts receivable usually will receive more attention than prepaid insurance.
.05 The degree of risk involved also has an important bearing
on the nature of the examination. Cash transactions are more susceptible to irregularities than inventories, and the work undertaken
on cash may therefore have to be carried out in a more conclusive
manner without necessarily implying a greater expenditure of time.
Arm's-length transactions with outside parties are usually subjected
to less detailed scrutiny than intercompany transactions or transactions with officers and employees, where the same degree of disinterested dealing cannot be assumed. The effect of internal control
on the scope of an examination is an outstanding example of the
influence on auditing procedures of a greater or lesser degree of risk
of error; i.e., the stronger the internal control, the less the degree of
risk.
Examination of interim Financial Statements
.06 Generally accepted auditing standards applicable to examinations of annual financial statements are also applicable to examinations of interim financial statements.
§ 150.03
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201

The General Standards

Nature of the General Standards

.01 The general standards are personal in nature and are concerned with the qualifications of the auditor and the quality of his
work as distinct from those standards which relate to the performance of his field work and to his reporting. These personal, or general, standards apply alike to the areas of field work and reporting.

210

.01

Training and Proficiency of the
Independent Auditor
The first general standard is:

The examination is to be performed by a person or persons having adequate technical training and proficiency as an auditor.
.02 This standard recognizes that however capable a person may
be in other fields, including business and finance, he cannot meet
the requirements of the auditing standards without proper education and experience in the field of auditing.
.03 In the performance of the examination which leads to an
opinion, the independent auditor holds himself out as one who is
proficient in accounting and auditing. The attainment of that proficiency begins with the auditor's formal education and extends into
his subsequent experience. The independent auditor must undergo
training adequate to meet the requirements of a professional man.
This training must be adequate in technical scope and should include a commensurate measure of general education. The junior
assistant, just entering upon an auditing career, must obtain his professional experience with the proper supervision and review of his
work by a more experienced superior. The nature and extent of
§ 210.03
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supervision and review must necessarily reflect wide variances in
practice. The auditor charged with final responsibility for the engagement must exercise a seasoned judgment in the varying degrees
of his supervision and review of the work done and judgment exercised by his subordinates, who in turn must meet the responsibility
attaching to the varying gradations and functions of their work.
.04 The independent auditor's formal education and professional
experience complement one another; each auditor exercising authority upon an engagement should weigh these attributes in determining the extent of his supervision of subordinates and review of their
work. It should be recognized that the training of a professional
man includes a continual awareness of developments taking place
in business and in his profession. He must study, understand, and
apply new pronouncements on accounting principles and auditing
procedures as they are developed by authoritative bodies within the
accounting profession.
.05 In the course of his day-to-day practice, the independent
auditor encounters a wide range of judgment on the part of management, varying from true objective judgment to the occasional
extreme of deliberate misstatement. He is retained to examine and
report upon the financial statements of a business because, through
his training and experience, he has become skilled in accounting and
auditing and has acquired the ability to consider objectively and to
exercise independent judgment with respect to the information recorded in books of account or otherwise disclosed by his examination. As a result, his opinion provides reasonable assurance that a
fair presentation of pertinent information has been made in the
financial statements.

220
.01

Independence
The second general standard is:

In all matters relating to the assignment, an independence in
mental attitude is to be maintained by the auditor or auditors.
.02 This standard requires that the auditor be independent; aside
from being in public practice (as distinct from being in private practice), he must be without bias with respect to the client under audit,

§210.04
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since otherwise he would lack that impartiality necessary for the
dependability of his findings, however excellent his technical proficiency may be. However, independence does not imply the attitude of a prosecutor but rather a judicial impartiality that recognizes
an obligation for fairness not only to management and owners of a
business but also to creditors and those who may otherwise rely
(in part, at least) upon the independent auditor's report, as in the
case of prospective owners or creditors.
.03 It is of utmost importance to the profession that the general
public maintain confidence in the independence of independent
auditors. Public confidence would be impaired by evidence that independence was actually lacking, and it might also be impaired by
the existence of circumstances which reasonable people might believe likely to influence independence. To be independent, the
auditor must be intellectually honest; to be recognized as independent, he must be free from any obligation to or interest in the client,
its management, or its owners. For example, an independent auditor auditing a company of which he was also a director might be
intellectually honest, but it is unlikely that the public would accept
him as independent since he would be in effect auditing decisions
which he had a part in making. Likewise, an auditor with a substantial financial interest in a company might be unbiased in expressing his opinion on the financial statements of the company, but
the public would be reluctant to believe that he was unbiased. Independent auditors should not only be independent in fact; they should
avoid situations that may lead outsiders to doubt their independence.
.04 The profession has established, through the Institute's Code
of Professional Ethics, precepts to guard against the presumption
of loss of independence. "Presumption" is stressed because the possession of intrinsic independence is a matter of personal quality
rather than of rules that formulate certain objective tests. Insofar
as these precepts have been incorporated in the profession's code of
ethics, they have the force of professional law for the independent
auditor.
.05 The Securities and Exchange Commission has likewise emphasized the importance of independence.
.06 The independent auditor should administer his practice
within the spirit of these precepts and rules if he is to achieve a
proper degree of independence in the conduct of his work.
§220.06
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.07 To emphasize independence from management, many corporations follow the practice of having the independent auditor
appointed by the board of directors or elected by the stockholders.

230
.01

Due Care in the Performance of Work
The third general standard is:

Due professional care is to be exercised in the performance of
the examination and the preparation of the report.
.02 This standard requires the independent auditor to perform
his work with due care. Due care imposes a responsibility upon
each person within an independent auditor's organization to observe
the standards of field work and reporting. Exercise of due care
requires critical review at every level of supervision of the work
done and the judgment exercised by those assisting in the examination.
.03 A paragraph appearing in Cooley On Torts often cited by
attorneys in discussing due care merits quotation here:
Every man who offers his service to another and is employed
assumes the duty to exercise in the employment such skill as he
possesses with reasonable care and diligence. In all these employments where peculiar skill is prerequisite, if one offers his service,
he is understood as holding himself out to the public as possessing the degree of skill commonly possessed by others in the same
employment, and., if his pretentions are unfounded, he commits a
species of fraud upon every man who employs him in reliance on
his public profession. But no man, whether skilled or unskilled,
undertakes that the task he assumes shall be performed successfully, and without fault or error. He undertakes for good faith and
integrity, but not for infallibility, and he is liable to his employer for
negligence, bad faith, or dishonesty, but not for losses consequent
upon pure errors of judgment.
.04 The matter of due care concerns what the independent
auditor does and how well he does it. For example, due care in
the matter of working papers requires that their content be sufficient
to provide an important support for the auditor's opinion, including
his representation as to compliance with auditing standards.

§220.07
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.01

The Standards of Field Work
Adequacy of Planning and the
Timing of Field Work

The first standard of field work is:

The work is to be adequately planned and assistants, if any, are
to be properly supervised.
.02 Some aspects of the independent auditor's responsibility for
supervising his assistants have been discussed in section 210. Planning of the field work and the timing of auditing procedures are
discussed here.
Appointment of the Independent Auditor
.03 Consideration of the first standard of field work recognizes
that early appointment of the independent auditor has many advantages to both the auditor and his client. Early appointment enables
the auditor to plan his work so that it may be done expeditiously and
to determine the extent to which it can be done before the balancesheet date. It is particularly helpful with respect to planning for the
observation of the taking of physical inventories. Preliminary work
by the auditor benefits the client in that it permits the examination
to be performed in a more efficient manner and to be completed at
an early date after the year end. The performance of some of the
audit work during the year likewise permits early consideration of
accounting problems affecting the financial statements and early
modification of accounting procedures that the auditor thinks might
be improved.
Appointment of Auditor Near or After
The Year-End Date
.04 Although early appointment is preferable, an independent
auditor may accept an engagement near or after the close of the
§310.04
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fiscal year. In such instances, before accepting the engagement, he
should ascertain whether circumstances are likely to permit an adequate examination and expression of an unqualified opinion and, if
they will not, he should discuss with the client the possible necessity
for a qualified opinion or disclaimer of opinion. Sometimes the audit
limitations present in such circumstances can be remedied. For example, the taking of the physical inventory can be postponed or
another physical inventory can be taken which the auditor can
observe. (See section 331.09-.13.)
Timing of Audit W o r k
.05 Many audit tests can be conducted at almost any time during
the year. In the course of interim work, the independent auditor
makes tests of the client's records, procedures, and representations to
determine the extent to which he may rely on them. His conclusions
assist him to determine the audit procedures to be undertaken to
complete the examination. It is acceptable practice for the auditor
to carry out substantial parts of the examination at interim dates.
.06 When a significant part of the examination is carried out
during the year and internal control is found to be effective, yearend audit procedures may consist mainly of comparisons of year-end
balances with balances at prior dates and of review and investigation
of unusual transactions and significant fluctuations. The auditor
must satisfy himself, however, that the internal control procedures
are still effective at the year end. This does not mean that he must
again test the records and transactions unless his inquiries and observations lead him to believe that conditions have changed significantly.
.07 Tests of procedures are particularly appropriate in the examination of accounts representing a great number of transactions.
Examination of accounts which represent an accumulation of a
relatively few transactions, on the other hand, may place more emphasis on substantiation of account balances than on tests of procedures.
.08 The timing of the performance of auditing procedures involves the proper synchronizing of their application and thus comprehends the possible need for simultaneous examination of, for
example, cash on hand and in banks, securities owned, bank loans,
and other related items. It may also require an element of surprise,
§310.05
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establishment of audit control over assets readily negotiable, and
establishment of a proper cutoff at a date other than the balancesheet date. All these matters are to be resolved in the light of the
effectiveness of internal control in a particular situation.
.09 The need for proper timing in carrying out audit procedures
is apparent, for example, in the application of procedures for inventory observation. Review of proposed inventory count procedures,
as planned by the client, is as essential for this purpose as is the review of the client's procedures for establishing a proper cutoff of
sales and purchases in the books of account. Another example is
found in the examination of negotiable securities. When the negotiable securities are of considerable volume, planning is necessary
to guard against the substitution of securities already counted for
other securities which should be on hand but are not.

320

The Auditor's Study and Evaluation
Of Internal Control

Introduction
.01

The second standard of field work is:

There is to be a proper study and evaluation of the existing internal control as a basis for reliance thereon and for the determination
of the resultant extent of the tests to which auditing procedures are
to be restricted.
Experience has demonstrated the soundness of the basic concepts
and rationale comprehended in this standard. The purpose of this
section is to amplify and clarify the application of these concepts
in the light of subsequent developments in business and in the profession.
.02 The increasing trend for certified public accountants to provide management advisory or consulting services involving the
study, evaluation, and improvement of management information
systems increases the need to clearly distinguish between these
special services and those audit services required for compliance
with the auditing standard for study and evaluation of internal control incident to an examination of financial statements.
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.03 The increasing use of computers for processing accounting
and other business information has introduced additional problems
in reviewing and evaluating internal control for audit purposes, as
well as in making the distinction between audit services and special
services referred to in the preceding paragraph.
.04 Closely related to the increasing use of computers is the trend
toward integrating accounting information required for financial and
other operating purposes into coordinated management information
systems. This development increases the need to clearly identify the
elements of the total system that are comprehended in the auditing
standard concerning internal control.
.05 These developments and distinctions are important not only
for the purposes of defining the nature and scope of the auditor's
study and evaluation of internal control but also in clarifying any
reports he may issue thereon. This need is accentuated by the increasing requests for reports on internal control for use by management or by regulatory agencies and sometimes for inclusion in
published reports.
1

Purpose of Auditor's Study and Evaluation
.06 The purpose of the auditor's study and evaluation of internal
control, as expressed in the auditing standard quoted in paragraph
.01, is to establish a basis for reliance thereon in determining the nature, extent, and timing of audit tests to be applied in his examination
of the financial statements.
.07 The study and evaluation made for this purpose frequently
provide a basis for constructive suggestions to clients concerning
improvements in internal control.
.08 Although auditors are interested in both of the foregoing
aspects of their study and evaluation of internal control, it is important to recognize an essential difference between them. The study
and evaluation contemplated by generally accepted auditing standards should be performed for each audit to the extent the auditor
considers necessary for that purpose as discussed further herein.
1

As used here, regulatory agencies include both governmental and other
agencies, such as stock exchanges, that exercise regulatory, supervisory, or
other public administrative functions.
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Although constructive suggestions to clients for improvements in
internal control incident to an audit engagement are desirable, the
scope of any additional study made to develop such suggestions is
not covered by generally accepted auditing standards. T h e scope of
an auditor's study pursuant to a special engagement will depend on
the terms of the engagement.
Definitions and Basic Concepts
Previous Definitions
.09 In 1948 the Committee on Auditing Procedure made a comprehensive study of internal control and published its results in 1949
as a special report entitled Internal Control-Elements
of a Coordinated System and Its Importance to Management and the
Independent Public Accountant.
In that special report, internal control was
defined as follows:
Internal control comprises the plan of organization and all of the
coordinate methods and measures adopted within a business to safeguard its assets, check the accuracy and reliability of its accounting
data, promote operational efficiency, and encourage adherence to
prescribed managerial policies. This definition possibly is broader
than the meaning sometimes attributed to the term. It recognizes
that a "system" of internal control extends beyond those matters
which relate directly to the functions of the accounting and financial
departments.
.10 To clarify the scope of the auditor's review as it pertains to
his examination leading to the expression of an opinion on financial
statements, the Committee issued Statement on Auditing Procedure
No. 29 in October 1958, which subdivided internal control as follows:
Internal control, in the broad sense includes . . . controls which
may be characterized as either accounting or administrative as
follows:
a. Accounting controls comprise the plan of organization and
all methods and procedures that are concerned mainly with, and
relate directly to, the safeguarding of assets and the reliability of
the financial records. They generally include such controls as the
systems of authorization and approval, separation of duties concerned with record keeping and accounting reports from those
concerned with operations or asset custody, physical controls over
assets, and internal auditing.
b. Administrative controls comprise the plan of organization
and all methods and procedures that are concerned mainly with
§320.10

16

THE STANDARDS OF FIELD WORK

operational efficiency and adherence to managerial policies and
usually relate only indirectly to the financial records. They generally include such controls as statistical analyses, time and motion
studies, performance reports, employee training programs, and
quality controls.
.11 The foregoing subdivision of internal control into accounting
controls and administrative controls was made for the purpose of
clarifying the scope of study contemplated under generally accepted
auditing standards. The Committee's conclusions in that respect,
incorporated in Chapter 5 of Statement No. 33 in 1963, were as
follows:
The independent auditor is primarily concerned with the accounting controls. Accounting controls . . . generally bear directly and
importantly on the reliability of financial records and require evaluation by the auditor. Administrative controls . . . ordinarily relate
only indirectly to the financial records and thus would not require
evaluation. If the independent auditor believes, however, that certain administrative controls may have an important bearing on the
reliability of the financial records, he. should consider the need for
evaluating such controls. For example, statistical records maintained
by production, sales, or other operating departments may require
evaluation in a particular instance.
.12 The overriding criterion inherent in the preceding excerpt is
the bearing which particular controls have on the reliability of financial statements, regardless of their classification as accounting or
administrative controls. For practical purposes, this is tantamount
to including within the definition of accounting controls any administrative controls that have an important bearing on the reliability of
the financial statements; consequently, this concept is adopted in the
revised definitions in this section.
Need for Clarification
.13 Clarification of the previous definition of accounting control
is desirable because of possible differences in interpretation with
respect to the two key elements comprehended in it: the safeguarding of assets and the reliability of financial records. These differences
and the Committee's conclusions concerning them are discussed in
the following paragraphs.
Safeguarding

of Assets

.14 One meaning of "safeguarding" that appears relevant in the
context of the previous definition of accounting control is "a means
§320.11
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of protection against something undesirable." Use of this definition
conceivably could lead to a broad interpretation that the protection
of existing assets and acquisition of additional assets is the primary
function of management and, therefore, that any procedures or records entering into management's decision-making processes are comprehended in this element of the definition. Under this concept, for
example, a management decision to sell a product at a price that
proves to be unprofitable might be regarded as a failure to protect
existing assets and, therefore, as evidence of inadequate accounting
control. The same interpretation might be applied to a decision to
incur expenditures for equipment that proves to be unnecessary or
inefficient, for materials that prove to be unsatisfactory in production,
for merchandise that proves to be unsaleable, for research that proves
to be unproductive, for advertising that proves to be ineffective, and
to similar management decisions.
1

.15 A second possible interpretation is that safeguarding of assets
refers only to protection against loss arising from intentional and
unintentional errors in processing transactions and handling the related assets. Unintentional errors include such as the following:
understatement of sales through failure to prepare invoices or
through incorrect pricing or computation; overpayments to vendors
or employees arising from inaccuracies in quantities of materials or
services, prices or rates, or computations; and physical loss of assets
such as cash, securities, or inventory. In some situations, unintentional errors might also include improper allocations of certain costs,
which would result in failure to recover these costs from customers.
.16 A third possible interpretation is that safeguarding of assets
refers only to protection against loss arising from intentional errors.
These include defalcations and similar irregularities, and the latter
includes falsification of records for the purpose of causing improper
computation of commissions, profit-sharing bonuses, royalties, and
similar payments based on the recording of other transactions.
Reliability of Financial Records
.17 Possible differences in interpretation concerning the reliability of financial records as used in the previous definition of ac1

Webster's Third New International Dictionary of the English Language
Unabridged ( 1 9 6 1 ) , page 1998.
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counting control arise from the two separate purposes for which the
financial records may be used: internal management and external
reporting. One interpretation would extend the scope of accounting
control to include reliability of the financial records for both of these
purposes, while another would restrict it to external reporting purposes only.
.18 To illustrate the foregoing distinction, the degree and accuracy of classifications, details, and allocations required to provide
reliability of records for such internal management purposes as establishing sales policies and prices, estimating future costs, and
measuring performance by divisions, products, or other lines of responsibility ordinarily are greater than those required to provide
reliability for external reporting purposes.
Flow of Transactions
.19 The Committee believes the previous definition of accounting
control extended only to the safeguarding of assets against loss from
unintentional or intentional errors or irregularities (see paragraph
.15) and to the reliability of financial records for external reporting
purposes (see paragraph .17). A revised definition expressed in relation to the functions involved in the flow of transactions is presented in paragraph .28 to provide the clarification needed in this
respect.
.20 Transactions are the basic components of business operations and, therefore, are the primary subject matter of internal control. In the context of this section, transactions include exchanges
of assets or services with parties outside the business entity and
transfers or use of assets or services within it. The primary functions
involved in the flow of transactions and related assets include the
authorization, execution, and recording of transactions and the accountability for resulting assets.
.21 The ultimate authority for business transactions rests with
stockholders or other classes of owners except as circumscribed by
law and is delegated by them to directors, trustees, officers, and
other management personnel. The delegation of authority to different levels and to particular persons in an organization is a management function. As used herein, authorization of transactions refers
to management's decision to exchange, transfer, or use assets for
specified purposes under specified conditions.
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.22 Authorization may be general in that it relates to any transactions that conform to the specified conditions, or it may be specific
with reference to a single transaction. Examples of general authorization include the establishment of sales prices for products to be
sold to any customer, requirements to be met in setting the credit
limit for any customer, automatic reorder points for material or merchandise, the number and type of personnel to be employed, and
similar decisions. The basic characteristic of general authorization
is that it is concerned with the definition or identification of the
general conditions under which transactions are authorized without
regard to the specific parties or transactions. Specific authorization,
on the other hand, comprehends both the conditions and the parties
involved; examples include authorizations for a specific sale or purchase, the employment of a specific person, the use of specific materials or employees for a particular production order, and similar
transactions.
.23 Execution of transactions includes the entire cycle of steps
necessary to complete the exchange of assets between the parties or
the transfer or use of assets within the business. The execution of
transactions frequently involves separate steps or stages. For example, the typical sale would involve acceptance of an order, shipment
and billing of the product, and collection of the billing. A similar
cycle of steps for the typical purchase of material or services may
include requisitioning of the material, issuance of the order, receipt
of the material, and payment of the purchase price. In this section,
authorization applies to the complete cycle of steps; authorization
is distinguished from approval in that the latter applies to a particular step and indicates only that the conditions specified or implied
in the authorization have been satisfied insofar as they apply to that
step.
.24 Recording of transactions comprehends all records maintained with respect to the transactions and the resulting assets or
services and all functions performed with respect to such records.
Thus, the recording of transactions includes the preparation and
summarization of records and the posting thereof to the general
ledger and subsidiary ledgers.
.25 The accountability function follows assets from the time
of their acquisition in one transaction until their disposition or use
in another. This function requires maintenance of records of accountability for assets and periodic comparison of these records
§320.25
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with the related assets. Examples include the reconciliation of recorded cash balances with bank statements and reconciliation of
perpetual inventory records with physical inventory counts.
Revised Definitions
.26 Based on the foregoing discussion, administrative control
and accounting control are defined as indicated in the following two
paragraphs.
.27 Administrative control includes, but is not limited to, the
plan of organization and the procedures and records that are concerned with the decision processes leading to management's authorization of transactions. Such authorization is a management function directly associated with the responsibility for achieving the
objectives of the organization and is the starting point for establishing accounting control of transactions.
1

.28 Accounting control comprises the plan of organization and
the procedures and records that are concerned with the safeguarding
of assets and the reliability of financial records and consequently
are designed to provide reasonable assurance that:
a. Transactions are executed in accordance with management's
general or specific authorization.
b. Transactions are recorded as necessary ( 1 ) to permit preparation of financial statements in conformity with generally accepted accounting principles or any other criteria applicable to
such statements and ( 2 ) to maintain accountability for assets.
c. Access to assets is permitted only in accordance with management's authorization.
d. The recorded accountability for assets is compared with the
existing assets at reasonable intervals and appropriate action is
taken with respect to any differences.
.29 The foregoing definitions are not necessarily mutually exclusive because some of the procedures and records comprehended
in accounting control may also be involved in administrative control.
For example, sales and cost records classified by products may be
1

This definition is intended only to provide a point of departure for distinguishing accounting control and, consequently, is not necessarily definitive for
other purposes.
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used for accounting control purposes and also in making management decisions concerning unit prices or other aspects of operations.
Such multiple uses of procedures or records, however, are not critical
for the purposes of this section because it is concerned primarily
with clarifying the outer boundary of accounting control. Examples
of records used solely for administrative control are those pertaining
to customers contacted by salesmen and to defective work by production employees maintained only for evaluating personnel performance.
Basic Concepts

.30 The basic concepts discussed under this caption are implicit
in the definition of accounting control. (The discussion in paragraphs .31 through .34 applies to the definition generally, while the
discussion in paragraphs .35 through .48 applies to essential characteristics of internal accounting control.) These concepts are applicable generally, but the organizational and procedural means of
applying them may differ considerably from case to case because
of the variety of circumstances involved. Therefore, it is not considered feasible to discuss these matters in detail in this section.
Management

Responsibility

.31 The establishment and maintenance of a system of internal
control is an important responsibility of management. The basic
concepts implicit in the definition of accounting control are discussed in the context of that responsibility. The system of internal
control should be under continuing supervision by management to
determine that it is functioning as prescribed and is modified as
appropriate for changes in conditions.
Reasonable Assurance
.32 The definition of accounting control comprehends reasonable, but not absolute, assurance that the objectives expressed in it
will be accomplished by the system. The concept of reasonable
assurance recognizes that the cost of internal control should not
exceed the benefits expected to be derived. The benefits consist of
reductions in the risk of failing to achieve the objectives implicit
in the definition of accounting control. Although the cost-benefit
relationship is the primary conceptual criterion that should be

§ 320.32

22

THE STANDARDS OF FIELD WORK

considered in designing a system of accounting control, precise
measurement of costs and benefits usually is not possible; accordingly, any evaluation of the cost-benefit relationship requires estimates and judgments by management. Because of the cost-benefit
relationship, accounting control procedures may appropriately be
applied on a test basis in some circumstances.
Methods of Data Processing
.33 Since the definition and related basic concepts of accounting
control are expressed in terms of objectives, they are independent
of the method of data processing used; consequently, they apply
equally to manual, mechanical, and electronic data processing systems. However, the organization and procedures required to accomplish those objectives may be influenced by the method of data
processing used.
1

Limitations
.34 There are inherent limitations that should be recognized
in considering the potential effectiveness of any system of accounting control. In the performance of most control procedures, there are
possibilities for errors arising from such causes as misunderstanding
of instructions, mistakes of judgment, and personal carelessness,
distraction, or fatigue. Furthermore, procedures whose effectiveness
depends on segregation of duties obviously can be circumvented by
collusion. Similarly, procedures designed to assure the execution
and recording of transactions in accordance with management's
authorizations may be ineffective against either errors or irregularities perpetrated by management with respect to transactions or to
the estimates and judgments required in the preparation of financial
statements. In addition to the limitations discussed above, any projection of a current evaluation of internal accounting control to future
periods is subject to the risk that the procedures may become inadequate because of changes in conditions and that the degree of
compliance with the procedures may deteriorate.
1

For special considerations relating; to electronic data processing systems, see
Chapter 8 of Davis, Auditing & EDP (New York: AICPA, 1968), which was
prepared as a result of the efforts of a special Auditing E D P Task Force of
Institute members.
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Personnel
.35 Reasonable assurance that the objectives of accounting control are achieved depends on the competence and integrity of personnel, the independence of their assigned functions, and their understanding of the prescribed procedures. Although these factors
are important, their contribution is to provide an environment conducive to accounting control rather than to provide assurance that
it necessarily will be achieved. Accounting control procedures may
be performed by personnel in any appropriate organizational position. In smaller organizations such procedures may be performed by
the owner-manager. In these circumstances, however, some of the
limitations discussed in paragraph .34 may be particularly applicable.
Segregation of Functions
.36 Incompatible functions for accounting control purposes are
those that place any person in a position both to perpetrate and to
conceal errors or irregularities in the normal course of his duties.
Anyone who records transactions or has access to assets ordinarily
is in a position to perpetrate errors or irregularities. Accordingly,
accounting control necessarily depends largely on the elimination of
opportunities for concealment. For example, anyone who records
disbursements could omit the recording of a check, either unintentionally or intentionally. If the same person also reconciles the bank
account, the failure to record the check could be concealed through
an improper reconciliation. This example illustrates the concept
that procedures designed to detect errors and irregularities should
be performed by persons other than those who are in a position to
perpetrate them—i.e., by persons having no incompatible functions.
Procedures performed by such persons are described hereinafter as
being performed independently.
1

Execution of Transactions
.37 Obtaining reasonable assurance that transactions are executed as authorized requires independent evidence that authorizations are issued by persons acting within the scope of their authority
and that transactions conform with the terms of the authorizations.
1

In this section "errors" refers to unintentional mistakes, and "irregularities"
refers to intentional distortions of financial statements and to defalcations.
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These terms may be either explicit or implicit, the latter being in
the form of company policies or usual business practices applicable
to the transactions involved. In some cases the required evidence is
obtained by independent comparison of transaction documents with
specific authorizations. For example, receiving reports and vendors'
invoices may be compared with purchase orders in approving vouchers for payments; further, paid checks may be compared with approved vouchers, either individually or collectively, through reconciliations and related procedures. In other cases, such comparisons
may be made with general authorizations such as general price lists,
credit policies, or automatic reorder points. Such comparisons may be
made manually or by computers. Reasonable assurance may sometimes be obtained by comparison of recorded transactions with
budgets or standard costs, but the effectiveness of this alternative
depends on the extent to which variations are identified and investigated. In some cases the only practicable means for obtaining reasonable assurance is by periodic surveillance of the personnel engaged in the execution of transactions.
Recording of Transactions
.38 The objective of accounting control with respect to the recording of transactions requires that they be recorded at the amounts
and in the accounting periods in which they were executed and be
classified in appropriate accounts. For this purpose accounting periods refer to the periods for which financial statements are to be
prepared. In the definition of accounting control this objective is
expressed in terms of permitting, rather than assuring, the preparation of financial statements in conformity with generally accepted
accounting principles or any other applicable criteria. This distinction recognizes that, beyond the necessary recording of transactions,
management's judgment is required in making estimates and other
decisions required in the preparation of such statements.
.39 The possibilities for obtaining assurance that transactions
have been properly recorded depend largely on the availability of
some independent source of information that will provide an indication that the transactions have been executed. These possibilities
vary widely with the nature of the business and the transactions, as
illustrated by the following examples. At one extreme, comparison
of paid checks returned by a bank with the recorded disbursements
would reveal any unrecorded paid checks. Similarly, examination
§
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of documents supporting recorded disbursements would reveal those
for which an accountability for resulting assets should be recorded
concurrently. Where shipping documents are used, comparison of
such documents with sales records would reveal unrecorded sales.
A more indirect possibility with respect to sales is to estimate the
aggregate amount that should be recorded by applying sales prices
or gross profit rates to quantities or costs of inventory disposed of
during a period. The degree of accuracy from such estimates depends on the variability of the pricing structure, the product mix,
and other circumstances; in any event, however, such estimates
ordinarily would not provide specific identification of any unrecorded
sales that may be indicated. Assurance that collections on receivables are recorded rests primarily on the controls exercised over the
records of receivables since these show the aggregate accountability
for such collections. Accountability for collections of interest and
dividends ordinarily can he established readily from securities records and independent published sources, while that for contributions
from the general public ordinarily is more difficult to establish or
estimate. The foregoing examples are not intended to be comprehensive in scope nor exhaustive in treatment but only illustrative of
the general nature of the concepts and the variety of circumstances
involved in obtaining assurance that transactions are properly recorded.
.40 Transactions with outside parties are necessarily recorded
individually and should be recorded as promptly as practicable
when the recording is necessary to maintain accountability for
assets such as cash, securities, and others that are susceptible to loss
from errors or irregularities. In this context, recording refers to the
initial record, document, or copy evidencing the transaction and not
to subsequent summarization. As to such summarization and as to
the initial recording of other transactions, the time of recording
within the appropriate accounting period may be determined on the
basis of convenience and processing efficiency.
.41 The foregoing timing considerations apply also to the recording of internal transfers or use of assets or services. However,
some transfers and cost allocations need not be recorded individually
if the aggregate amounts can be determined satisfactorily. For
example, cost of sales may be determined by applying gross profit
rates to sales, and material usage may be determined by reference
to production reports and bills of material.
§320.41
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Access to Assets
.42 The objective of safeguarding assets requires that access
to assets be limited to authorized personnel. In this context, access
to assets includes both direct physical access and indirect access
through the preparation or processing of documents that authorize
the use or disposition of assets. Access to assets is required, of
course, in the normal operations of a business and, therefore, limiting
access to authorized personnel is the maximum constraint that is
feasible for accounting control purposes in this respect. The number
and caliber of personnel to whom access is authorized should be
influenced by the nature of the assets and the related susceptibility
to loss through errors and irregularities. Limitation of direct access
to assets requires appropriate physical segregation and protective
equipment or devices. Limitation of indirect access requires procedures similar to those discussed in paragraph .36.
Comparison of Recorded Accountability With

Assets

.43 The purpose of comparing recorded accountability with assets is to determine whether the actual assets agree with the recorded
accountability, and, consequently, it is closely related to the foregoing discussion concerning the recording of transactions. Typical
examples of this comparison include cash and securities counts, bank
reconciliations, and physical inventories.
.44 If the comparison reveals that the assets do not agree with
the recorded accountability, it provides evidence of unrecorded
or improperly recorded transactions. The converse, however, does
not necessarily follow. For example, agreement of a cash count with
the recorded balance does not provide evidence that all cash received
has been properly recorded. This illustrates an unavoidable distinction between fiduciary and recorded accountability: the former
arises immediately upon acquisition of an asset; the latter arises
only when the initial record of the transaction is prepared.
.45 As to assets that are susceptible to loss through errors or
irregularities, the comparison with recorded accountability should
be made independently.
.46 The frequency with which such comparison should be made
for the purpose of safeguarding assets depends on the nature and
amount of the assets involved and the cost of making the comparison.
For example, it may be reasonable to count cash daily but not rea-

§ 320.42

AUDITOR'S STUDY OF INTERNAL CONTROL

27

sonable to take a physical inventory at that interval. However, a
daily inventory of products in the custody of route salesmen, for
example, may be practicable as a means of determining their accountability for sales. Similarly, the value and vulnerability of some
products may make frequent complete inventories worthwhile.
.47 The frequency with which the comparison of recorded accountability with assets should be made for the purpose of achieving
reliability of the records for preparing financial statements depends
on the materiality of the assets and their susceptibility to loss through
errors or irregularities.
.48 The action that may be appropriate with respect to any discrepancies revealed by the comparison of recorded accountability
with assets will depend primarily on the nature of the asset, the
system in use, and the amount and cause of the discrepancy. Appropriate action may include adjustment of the accounting records, filing of insurance claims, revision of procedures, or administrative
action to improve the performance of personnel.
Study of System
Scope of Study

.49 As defined in paragraphs .27 through .29, accounting control
is within the scope of the study and evaluation of internal control
contemplated by generally accepted auditing standards, while administrative control is not.
.50 The study to be made as the basis for the evaluation of internal control includes two phases: (a) knowledge and understanding
of the procedures and methods prescribed and (b) a reasonable degree of assurance that they are in use and are operating as planned.
These two phases of study are referred to as the review of the
system and tests of compliance, respectively. Although these phases
are discussed separately, they are closely related in that some portions of each may be performed concurrently and may contribute to
the auditor's evaluation of the prescribed procedures and of the
compliance with them.
Review of System

.51 The review of the system is primarily a process of obtaining
information about the organization and the procedures prescribed
§320.51
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and is intended to serve as the basis for tests of compliance and for
evaluation of the system. The information required for this purpose
ordinarily is obtained through discussion with appropriate client
personnel and reference to documentation such as procedure manuals, job descriptions, flowcharts, and decision tables.
.52 In order to clarify their understanding of information obtained from such sources, some auditors follow the practice of tracing
one or a few of the different types of transactions involved through
the related documents and records maintained. This practice may
be useful for the purpose indicated and may be considered as a part
of the tests of compliance as discussed later in this section.
.53 Information concerning the system may be recorded by the
auditor in the form of answers to a questionnaire, narrative memoranda, flowcharts, decision tables, or any other f o r m that suits the
auditor's needs or preferences.
.54 Upon completion of the review of the system, the auditor
should be able to make a preliminary evaluation assuming satisfactory compliance with the prescribed system, and it is usually desirable to do so at this time. Concepts to be considered in making either
a preliminary or final evaluation are discussed in paragraphs .64
through .68.
Tests of Compliance

.55 The purpose of tests of compliance is to provide reasonable
assurance that the accounting control procedures are being applied
as prescribed. Such tests are necessary if the prescribed procedures
are to be relied upon in determining the nature, timing, or extent of
substantive tests of particular classes of transactions or balances, as
discussed later in paragraphs .57—.63, but are not necessary if the
procedures are not to be relied upon for that purpose. The auditor
may decide not to rely on the prescribed procedures because he concludes either (a) that the procedures are not satisfactory for that
purpose or (b) that the audit effort required to test compliance with
the procedures to justify reliance on them in making substantive tests
would exceed the reduction in effort that could be achieved by such
reliance. The latter conclusion may result from consideration of the
nature or amount of the transactions or balances involved, the data
processing methods being used, and the auditing procedures that
can be applied in making substantive tests. The discussion of tests
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of compliance in the remainder of this section applies only to those
portions of the system of internal accounting control that are to be
relied upon in determining the nature, timing, or extent of substantive tests.
.56 The nature of accounting control procedures and of the
available evidence of compliance necessarily determines the nature
of the tests of compliance and also influences the timing and extent
of such tests as discussed under the respective captions that follow.
Although tests of compliance are discussed separately under these
captions, they are closely interrelated with substantive tests as discussed in paragraph .70; in practice, auditing procedures often concurrently provide evidence of compliance with accounting control
procedures as well as evidence required for substantive purposes.
Nature of Tests
.57 Accounting control requires not only that certain procedures
be performed but that they be performed properly and independently. Tests of compliance, therefore, are concerned primarily with
these questions: Were the necessary procedures performed, how
were they performed, and by whom were they performed?
.58 Some aspects of accounting control require procedures that
are not necessarily required for the execution of transactions. This
class of procedures includes the approval or checking of documents
evidencing transactions. Tests of such procedures require inspection
of the related documents to obtain evidence in the form of signatures,
initials, audit stamps, and the like, to indicate whether and by whom
they were performed and to permit an evaluation of the propriety of
their performance.
.59 Other aspects of accounting control require a segregation of
duties so that certain procedures are performed independently, as
discussed in paragraph .36. The performance of these procedures is
largely self-evident from the operation of the business or the existence of its essential records; consequently, tests of compliance with
such procedures are primarily for the purpose of determining
whether they were performed by persons having no incompatible
functions. Examples of this class of procedures may include the receiving, depositing, and disbursing of cash, the recording of transactions, and the posting of customers' accounts. Since such procedures frequently leave no audit trail of documentary evidence as
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to who performed them, tests of compliance in these situations necessarily are limited to inquiries of different personnel and observation
of office personnel and routines to corroborate the information obtained during the initial review of the system. While reconciliations,
confirmations, or other audit tests performed in accordance with the
auditing standard relating to evidential matter may substantiate the
accuracy of the underlying records, these tests frequently provide
no affirmative evidence of segregation of duties because the records
may be accurate even though maintained by persons having incompatible functions.
Timing and Extent of Tests
.60 As indicated in paragraph .50, the purpose of tests of compliance with accounting control procedures is to provide "a reasonable degree of assurance that they are in use and are operating as
planned." What constitutes a "reasonable" degree of assurance is a
matter of auditing judgment; the "degree of assurance" necessarily
depends on the nature, timing, and extent of the tests and on the
results obtained.
.61 As to accounting control procedures that leave an audit trail
of documentary evidence of compliance, tests of compliance as described in paragraph .58 ideally should be applied to transactions
executed throughout the period under audit because of the general
sampling concept that the items to be examined should be selected
from the entire set of data to which the resulting conclusions are to
be applied. Independent auditors often make such tests during interim work. When this has been done, application of such tests
throughout the remaining period may not be necessary. Factors to
be considered in this respect include ( a ) the results of the tests during the interim period, ( b ) responses to inquiries concerning the remaining period, ( c ) the length of the remaining period, (d) the
nature and amount of the transactions or balances involved, ( e )
evidence of compliance within the remaining period that may be
obtained from substantive tests performed by the independent auditor or from tests performed by internal auditors, and ( f ) other
matters the auditor considers relevant in the circumstances.
.62 Tests of compliance may be applied on either a subjective
or statistical basis. Statistical sampling may be a practical means
for expressing in quantitative terms the auditor's judgment concerning reasonableness and for determining sample size and evalu§
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ating sample results on that basis. For the guidance of auditors
who are interested in using statistical sampling, this section includes two appendices.
1

.63 As to accounting control procedures that depend primarily
on segregation of duties and leave no audit trail, the inquiries described in paragraph .59 should relate to the entire period under
audit, but the observations described therein ordinarily may be
confined to the periods during which the auditor is present on the
client's premises in conducting other phases of his audit.
Evaluation of System
.64 From the viewpoint of management, the purposes of accounting control are stated in the definition given previously. These
purposes apply equally to the independent auditor, but they were
stated somewhat differently in Chapter 5 of Statement No. 33 as
follows:
A function of internal control, from the viewpoint of the independent auditor, is to provide assurance that errors and irregularities may be discovered with reasonable promptness, thus assuring the reliability and integrity of the financial records. The
independent auditor's review of the system of internal control assists him in determining other auditing procedures appropriate
to the formulation of an opinion on the fairness of the financial
statements.
.65 A conceptually logical approach to the auditor's evaluation
of accounting control, which focuses directly on the purpose of
preventing or detecting material errors and irregularities in financial statements, is to apply the following steps in considering each
significant class of transactions and related assets involved in the
audit:
a. Consider the types of errors and irregularities that could occur.
b. Determine the accounting control procedures that should prevent or detect such errors and irregularities.
c. Determine whether the necessary procedures are prescribed and
are being followed satisfactorily.
1

See sections 320A, "Relationship of Statistical Sampling to Generally Accepted
Auditing Standards," and 320B, "Precision and Reliability for Statistical Sampling in Auditing."
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d. Evaluate any weaknesses—i.e., types of potential errors and
irregularities not covered by existing control procedures—to
determine their effect on (1) the nature, timing, or extent of
auditing procedures to be applied and (2) suggestions to be
made to the client.
.66 In the practical application of the foregoing approach, the
first two steps are performed primarily through the development
of questionnaires, checklists, instructions, or similar generalized
material used by the auditor. However, professional judgment is
required in interpreting, adapting, or expanding such generalized
material as appropriate in particular situations. The third step is
accomplished through the review of the system and tests of compliance and the final step through the exercise of professional
judgment in evaluating the information obtained in the preceding
steps.
.67 This suggested approach emphasizes the possibilities for,
and controls against, particular types of errors and irregularities
concerning particular classes of transactions and related assets.
Controls and weaknesses affecting different classes of transactions
are not offsetting in their effect. For example, weaknesses in cash
receipts procedures are not mitigated by controls in cash disbursements procedures; similarly, weaknesses in billing procedures are
not mitigated by controls in collection procedures. The auditor's
review of the system of accounting control and his tests of compliance should be related to the purposes of his evaluation of the
system. For this reason, generalized or overall evaluations are not
useful for auditors because they do not help the auditor decide
the extent to which auditing procedures may be restricted. On the
other hand, the auditor ordinarily would confine his evaluation to
broad classes of transactions, such as disbursements and sales; he
ordinarily would not evaluate separately procedures that result in
entries to particular accounts and he usually would not apply his
procedures differently within a class of transactions. For example,
disbursements may be examined by selecting from all disbursements, without considering the accounts to which the disbursements are charged, and in his examination the auditor would be
concerned with validity and approval of supporting documents
without regard to the nature of the documentation or the particular
individual authorized to approve the disbursement. There may be
circumstances, however, in which a more narrow evaluation may
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be appropriate because control over a class of transactions may be
good except as to certain transactions within the class, and it may
be more efficient to extend auditing procedures as to only those
kinds of transactions. For example, control of cash disbursements
may be good except for disbursements for advertising, and it may
be more efficient to extend procedures relating to advertising disbursements than to extend procedures relating to all cash disbursements.
.68 The auditor's evaluation of accounting control with reference to each significant class of transactions and related assets
should be a conclusion as to whether the prescribed procedures
and compliance therewith are satisfactory for his purpose. The procedures and compliance should be considered satisfactory if the
auditor's review and tests disclose no condition he believes to be
a material weakness for his purpose. In this context, a material
weakness means a condition in which the auditor believes the prescribed procedures or the degree of compliance with them does not
provide reasonable assurance that errors or irregularities in amounts
that would be material in the financial statements being audited
would be prevented or detected within a timely period by employees in the normal course of performing their assigned functions.
These criteria may be broader than those that may be appropriate
for evaluating weaknesses in accounting control for management
or other purposes.

Correlation With Other Auditing Procedures
.69 Since the purpose of the evaluation required by the second
auditing standard of field work is to provide a basis "for the determination of the resultant extent of the tests to which auditing
procedures are to be restricted," it is clear that its ultimate purpose
is to contribute to the "reasonable basis for an opinion" comprehended in the third standard of field work, which is as follows:
Sufficient competent evidential m a t t e r is to be obtained through
inspection, observation, inquiries, and confirmations to afford a
reasonable basis for an opinion regarding the financial statements
under examination.
1

1

Section 150.02.
§
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.70 The evidential matter required by the third standard is
obtained through two general classes of auditing procedures: (a)
tests of details of transactions and balances and ( b ) analytical review of significant ratios and trends and resulting investigation of
unusual fluctuations and questionable items. These procedures are
referred to in this section as "substantive tests." The purpose of these
procedures is to obtain evidence as to the validity and the propriety
of accounting treatment of transactions and balances or, conversely,
of errors or irregularities therein. Although this purpose differs from
that of compliance tests, both purposes often are accomplished
concurrently through tests of details.
.71 The second standard does not contemplate that the auditor
will place complete reliance on internal control to the exclusion of
other auditing procedures with respect to material amounts in the
financial statements. This interpretation is appropriate for several
reasons. First, the connotation of "restricted" in this context does
not imply "eliminated." Second, the third standard includes no
language suggesting complete reliance on internal control. Finally,
the inherent limitations on the effectiveness of accounting control
as discussed in paragraph .34 are the fundamental reasons underlying this interpretation.
.72 In considering the more difficult question as to the extent
of restriction contemplated in the second and third standards, the
following excerpts from section 320A provide a useful conceptual
analysis of the intricate relationship between these standards:
.14 . . . [T]he ultimate risk against which the auditor and those
who rely on his opinion require reasonable protection is a combination of two separate risks. The first of these is that material errors
will occur in the accounting process by which the financial statements are developed. The second is that any material errors that
occur will not be detected in the auditor's examination.
.15 The auditor relies on internal control to reduce the first risk,
and on his tests of details and his other auditing procedures to
reduce the second. The relative weight to be given to the respective sources of reliance . . . are matters for the auditor's judgment
in the circumstances.
.19 The second standard of field work recognizes that the extent
of tests required to constitute sufficient evidential matter under the
third standard should vary inversely with the auditor's reliance
on internal control. These standards taken together imply that the
combination of the auditor's reliance on internal control and on
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his auditing procedures should provide a reasonable basis for his
opinion in all cases, although the portion of reliance derived from
the respective sources m a y properly vary between cases.

.73 The foregoing excerpts recognize not only that the reliance
on substantive tests may properly vary inversely with the reliance
on internal accounting control, but also that the relative portions
of the reliance on substantive tests that are derived from tests of
details and from analytical review procedures may properly vary.
Regardless of the extent of reliance on internal accounting control,
the auditor's reliance on substantive tests may be derived from tests
of details, from analytical review procedures, or from any combination of both that he considers appropriate in the circumstances.
Variations in this respect may arise from differences in circumstances bearing on the expected effectiveness and efficiency of the
respective types of procedures. In this context, effectiveness refers
to the audit satisfaction that can be obtained from the procedures,
and efficiency refers to the audit time and effort required to perform the procedures. Effectiveness necessarily is the overriding
consideration, but efficiency is an appropriate consideration in
choosing between procedures of similar effectiveness. The differences in circumstances having a bearing on expected effectiveness
and efficiency may include factors such as the nature of the transactions or balances involved, the availability and stability of experience or other criteria for use in analytical review procedures,
the availability of records required for effective tests of details, the
volume of such records and the nature of the tests to which they
are susceptible, and the timing of the analytical review and/or
tests of details in relation to the end of the period being audited.
.74 Independent auditors should consider the procedures performed by internal auditors in determining the nature, timing, and
extent of their own tests. The work of internal auditors should be
considered as a supplement to, but not as a substitute for, tests by
independent auditors.
.75 Substantive tests of details may be applied on either a subjective or a statistical basis. Statistical sampling may be a practical
means for expressing in quantitative terms the auditor's judgment
concerning the reliance to be derived from such tests and for determining sample size and evaluating sample results on that basis.
1

1

See Appendices A and B (sections 320A and 3 2 0 B ) .
§320.75

36

320A

Appendix A-Relationship of
Statistical Sampling to Generally Accepted
Auditing Standards

1

Introduction
.01 The Committee on Statistical Sampling issued a special report entitled "Statistical Sampling and the Independent Auditor"
in February 1962. This report dealt with the general nature of
statistical sampling and its applicability to auditing, and concluded
with the following paragraph:
A broader education in and knowledge of statistical sampling and
further research as to its applicability on the part of the profession
is desirable.
.02 In line with this conclusion, the committee has given further attention to the relationship of statistical sampling to generally
accepted auditing standards and believes that publication of its
views on this matter may serve a useful purpose.
.03 The following excerpts from the special report are quoted
to provide some background to the subsequent reference to statistical sampling by the Committee on Auditing Procedure and to serve
as an introduction to the matters discussed in this report:
The committee is of the opinion that the use of statistical sampling
is permitted under generally accepted auditing standards.
Statistical samples are evaluated in terms of "precision," which is
expressed as a range of values, plus and minus, around the sample
result, and "reliability" (or confidence), which is expressed as the
proportion of such ranges from all possible similar samples of the
same size that would include the actual population value.
Although statistical sampling furnishes the auditor with a measure
of precision and reliability, statistical techniques do not define for
the auditor the values of each required to provide audit satisfaction.
Specification of the precision and reliability necessary in a given
test is an auditing function and must be based upon judgment in the
same way as is the decision as to audit satisfaction required when
statistical sampling is not used.
1

This Appendix is a reprint of "A Special Report by the Committee on Statistical Sampling of the American Institute of Certified Public Accountants,"
which was published in The Journal of Accountancy, in slightly altered form
(July 1964), pp. 56-58.
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.04 In December 1963, the Committee on Auditing Procedure
issued Auditing Standards and Procedures (Statement on Auditing
Procedure No. 33), which included the following comments concerning statistical sampling:
In determining the extent of a particular audit test and the method
of selecting items to be examined, the auditor might consider using
statistical sampling techniques which have been found to be advantageous in certain instances. The use of statistical sampling does
not reduce the use of judgment by the auditor but provides certain
statistical measurements as to the results of audit tests, which measurements may not otherwise be available (section 330.14).
.05 The two sources from which the foregoing excerpts were
taken make it clear that statistical sampling is not a fundamentally
different audit approach, and that its use is permissive rather than
mandatory under generally accepted auditing standards.
.06 The committee believes that interest in the use of statistical
sampling is increasing. Accordingly, this report is issued to discuss
more specifically a way in which statistical precision and reliability
can be related to generally accepted auditing standards and to point
out some of the factors to be considered by the auditor in deciding
what degree or level of each is satisfactory for a particular sample;
it is not issued to propose definitive numerical criteria for these
measurements nor to discuss their mathematical aspects.
Generally Accepted Auditing Standards
.07 The auditing standards to which statistical sampling is most
directly related are the three standards of field work:
1. The work is to be adequately planned and assistants, if any,
are to be properly supervised.
2. There is to be a proper study and evaluation of the existing
internal control as a basis for reliance thereon and for the determination of the resultant extent of the tests to which auditing procedures
are to be restricted.
3. Sufficient competent evidential matter is to be obtained
through inspection, observation, inquiries, and confirmations to
afford a reasonable basis for an opinion regarding the financial statements under examination (section 150.02.)
.08 Since the ultimate objective of the first and second of these
standards is to contribute to the "reasonable basis for an opinion"
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which is comprehended in the third, the three standards are discussed in reverse order in this report.
Third Standard—Evidential Matter
.09 The opinion referred to in the third standard of field work
ordinarily is to the effect that the financial statements present fairly
the financial position, results of operations, and changes in financial
position in conformity with generally accepted accounting principles applied on a basis consistent with that of the preceding year.
Materiality is implicit in the concept of fair presentation. Similarly,
some degree of uncertainty is implicit in the concept of a reasonable
basis for an opinion.
.10 Although "precision" and "reliability" are statistically inseparable, the committee believes that one of the ways in which these
measurements can be usefully adapted to the auditor's purposes is
by relating precision to materiality and reliability to the reasonableness of the basis for his opinion.
Materiality and Sampling Precision
.11 Evaluation of the precision of an audit sample in monetary
terms contributes directly to the auditor's ultimate purpose since
such evaluation can be related to his judgment as to the monetary
amount of errors that would be material. Evaluation of precision in
terms of the frequency of deviations from internal control procedures or of other errors not evaluated in monetary terms contributes
to the auditor's ultimate purpose by influencing his judgment as
to the reliability of the records and the likelihood of errors having
a material effect.
.12 In making decisions with respect to the results of a sample,
the auditor should consider the precision of the sample as well as
the estimate derived from it. For the purpose of some audit tests,
the auditor may be concerned with both the upper and lower precision limits; for others, he may be concerned with only one of these
limits. For example, if a sample results in an estimate that an asset
is overstated by $10,000 with an upper precision limit of $12,000
at the reliability level desired by the auditor, he usually would be
concerned with the estimate of $10,000 and the upper limit of
$12,000 because his primary interest in such circumstances would
center on the maximum amount by which the asset might be overstated.
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.13 The auditor's decision as to the monetary amount or frequency of errors that would be considered material should be based
on his judgment in the circumstances in the particular case. In
addition to the statistical evaluation, the auditor should also consider the nature and cause of errors revealed by the sample and
their possible relation to other phases of his examination.
Reasonableness and Sampling Reliability

.14 For the purpose of relating sampling reliability to the reasonableness of the basis for an opinion, it should be understood
that the ultimate risk against which the auditor and those who
rely on his opinion require reasonable protection is a combination
of two separate risks. The first of these is that material errors will
occur in the accounting process by which the financial statements
are developed. The second is that any material errors that occur
will not be detected in the auditor's examination.
.15 The auditor relies on internal control to reduce the first risk,
and on his tests of details and his other auditing procedures to reduce
the second. The relative weight to be given to the respective sources
of reliance and, accordingly, the sampling reliability desired for his
tests of details are matters for the auditor's judgment in the circumstances. The committee believes that reliability levels used in sampling applications in other fields are not necessarily relevant in determining appropriate levels for applications in auditing because the
auditor's reliance on sampling is augmented by other sources of reliance that may not be available in other fields.
Sufficiency a n d Sample Size

.16 After the auditor's judgment has been expressed by specifying the precision and reliability desired, statistical formulas or tables
can be used in determining the sample size that will be sufficient to
achieve these objectives. In this manner, statistical sampling can be
related to compliance with the third standard of field work concerning the sufficiency of evidential matter to be obtained.
Competence a n d Sample Evaluation

.17 The competence of evidential matter as referred to in the
third standard of field work is solely a matter of auditing judgment
that is not comprehended in the statistical design and evaluation of
an audit sample. In a strict sense, the statistical evaluation relates
§3204.17
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only to the probability that items having certain characteristics in
terms of monetary amounts, quantities, errors, or other features of
interest will be included in the sample-not to the auditor's treatment
of such items. Consequently, the use of statistical sampling does not
directly affect the auditor's decisions as to the auditing procedures to
be performed, the acceptability of the evidential matter obtained
with respect to individual items in the sample, or the action which
might be taken in the light of the nature and cause of particular
errors.
Second Standard—Internal Control
.18 The second standard of field work requires an evaluation of
internal control as a basis for determining the extent of audit tests.
Compliance with this standard involves two problems: ( a ) evaluating the internal control, and ( b ) relating the extent of tests to this
evaluation.
Extent of Tests
.19 The second standard of field work recognizes that the extent
of tests required to constitute sufficient evidential matter under the
third standard should vary inversely with the auditor's reliance on
internal control. These standards taken together imply that the combination of the auditor's reliance on internal control and on his auditing procedures should provide a reasonable basis for his opinion in
all cases, although the portion of reliance derived from the respective
sources may properly vary between cases. For statistical samples designed to test the validity or bona fides of accounting data and to be
evaluated in monetary terms, the committee believes the foregoing
concept should be applied by specifying reliability levels that vary
inversely with the subjective reliance assigned to internal control and
to any other auditing procedures or conditions relating to the particular matters to be tested by such samples.
Evaluation of Internal Control
.20 The evaluation of internal control involves two phases, as
indicated in the following excerpt from section 320.50: " ( a ) knowledge and understanding of the procedures and methods prescribed
and ( b ) a reasonable degree of assurance that they are in use and
are operating as planned."
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.21 The auditor's knowledge of the procedures prescribed by the
client ordinarily is obtained by inquiry or reference to written instructions, and his understanding of their function and limitations is
based on his training, experience, and judgment. On this basis, the
auditor makes a preliminary evaluation of the effectiveness of the
prescribed procedures, assuming that compliance with them is satisfactory. Statistical sampling is not applicable to this phase of the
evaluation.
.22 As to the second phase, statistical sampling may be applied
to test compliance with internal control procedures that leave an
audit trail in the form of documentary evidence of compliance. This
evidence may consist of signatures, initials, and the like, which indicate preparation, checking, or approval of documents such as purchase orders, receiving reports, vouchers, checks, sales invoices, and
credit memorandums. The committee believes that samples taken
for this purpose should be evaluated in terms of the frequency and
nature of deviations from any procedures the auditor considers essential to his preliminary evaluation of internal control, and that their
influence on his final evaluation of internal control should be based
on his judgment as to the effect of such deviations on the risk of
material errors in the financial statements. Since samples taken for
this purpose are intended to provide a basis for relying on compliance
with internal control procedures, the committee believes they should
be evaluated at a reliability level the auditor considers reasonable in
the light of factors other than the procedures themselves.
.23 On the other hand, statistical sampling generally is not applicable to tests of compliance with internal control procedures that
depend primarily on appropriate segregation of duties and leave no
audit trail of documentary evidence in this respect. Although statistical sampling may be applied to test the accuracy of records such as
bank reconciliations, customers' accounts, footings, and postings,
these tests provide no affirmative evidence concerning the segregation of duties because the related records may very well be accurate
even in the absence of this element of internal control. Consequently,
in the absence of documentary evidence in the form of signatures,
initials, and the like, evidence of appropriate segregation of duties is
usually obtained by the auditor through his original inquiries or reference to written instructions and through supplemental corroborative inquiries and observation of office personnel and routines.
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First Standard—Audit Planning and Supervision
.24 The committee believes the foregoing discussion of matters
to be considered in applying statistical sampling and in correlating
it with other aspects of an audit demonstrates that proper use of
statistical sampling requires audit planning and supervision as comprehended in the first standard of field work. In addition to the
statistical problems involved in designing, selecting, and evaluating
samples, audit planning and supervision are required in defining
errors or other features of interest for sample purposes, specifying
sample objectives in terms of reliability and precision related to such
purposes, applying the definition of errors or other features of interest
in examining sample items, and deciding on the significance of
sample evaluations in relation to other information obtained during
an audit.

This report presents the considered opinion of the nine members
of the Committee on Statistical Sampling, reached on a formal vote
after examination of the subject matter by the committee and the
technical services division. Except where formal adoption by the
Council or the membership of the Institute has been asked and
secured, the authority of the statements rests upon the general acceptability of the opinions so reached.
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Appendix B-Precision and Reliability for
Statistical Sampling in Auditing

Introduction
.01 Section 320 reiterates the position expressed in prior pronouncements to the effect that the use of statistical sampling is compatible with, but not required by, generally accepted auditing standards. Because statistical sampling is relevant to the subject matter of
section 320, this Appendix has been included for the guidance of
auditors who have made an informed judgment to use statistical
sampling. For a complete understanding of the terms and concepts
in this Appendix, it should be read in conjunction with section 320,
"The Auditor's Study and Evaluation of Internal Control" and with
section 320A, "Relationship of Statistical Sampling to Generally
Accepted Auditing Standards."
.02 Statistical sampling is one of the techniques available to the
auditor to accomplish his objectives. In determining which technique is appropriate in a particular set of circumstances, the auditor
should carefully consider the audit effectiveness and efficiency of the
alternatives available.
.03 Although the precision and reliability required for statistical
sampling necessarily is a matter of audit judgment, the discussion
and examples included in this Appendix are intended to facilitate
the exercise of judgment concerning these requirements. This material, however, is not intended to be applied in a mechanical fashion
nor to impinge upon audit judgment in any respect.
.04 This Appendix does not discuss any of the statistical theory
or techniques required to execute a valid statistical sample and
should therefore be used only by auditors who have adequate statistical knowledge to (a) decide when statistical audit samples may be
appropriate, (b) design and select a valid sample, (c) evaluate the
audit evidence from the sample, and (d) apply the evaluation in the
overall context of the audit. For matters of statistical theory and
technique, the auditor should refer to standard reference sources.
.05 This Appendix applies only to statistical samples for audit
purposes; it does not apply to those used to determine basic accounting information.
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Audit Tests and Uncertainty
.06 In the examination of financial statements, the auditor is concerned both with the accuracy of the underlying data and with management's decisions relating to accounting principles, estimates and
judgments with respect to future events, and other representations
implicit in the financial statements. Audit tests of details of transactions and balances are concerned primarily with the processing and
accuracy of the data and may also provide information relevant to
the decisions made by management and to those required by the
auditor. However, information relevant to such decisions may also
be obtained by other auditing procedures. Although some uncertainty is inherent both in audit tests of details and in other auditing
procedures, references to uncertainty in the remainder of this Appendix are restricted to the uncertainty relating to tests of details.
.07 The justification for accepting some uncertainty in audit tests
arises from the relationship between such factors as the cost and time
required to examine the data and the adverse consequences of possible erroneous decisions based on the resulting conclusions. Where
these factors do not justify the acceptance of some uncertainty, the
only alternative is a complete examination. Since this is seldom the
case, the basic concept of testing is well established in generally
accepted auditing standards.
1

.08 Whether audit tests of details are applied by statistical or
nonstatistical sampling, the common purpose of both is to form a
conclusion about an entire population by examining only a part of it.
The distinguishing feature of statistical sampling is that it provides
a means for measuring mathematically the degree of uncertainty that
results from examining only a part of the data. Auditors who prefer
statistical sampling believe that its principal advantage flows from
this unique feature. By mathematical measurement of such uncertainty, the auditor can determine the sample sizes necessary to confine the uncertainty to limits that he considers acceptable in any
particular situation.
.09 The measurement of uncertainty or of assurance associated
with statistical samples is expressed in terms of two parameters or
1

Complete examination obviously would eliminate the uncertainty that would
arise solely from testing; however, it would not eliminate the uncertainty
attributable to possible failure of the auditor to recognize errors in the data
examined or in management's decisions implicit in the financial statements.
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dimensions: "precision" and "reliability." The meaning and interdependence of these terms has been explained in section 320A.03 as
follows:
Statistical samples are evaluated in terms of "precision," which
is expressed as a range of values, plus and minus, around the sample
result, and "reliability" (or confidence), which is expressed as the
proportion of such ranges from all possible similar samples of the
same size that would include the actual population value.
Stated somewhat less technically, precision expresses the range or
limits within which the sample result is expected to be accurate,
while reliability expresses the mathematical probability of achieving
that degree of accuracy. In this context, "sample result" refers to the
estimate of the actual but unknown quantity (number or amount,
expressed in absolute or relative terms) of the feature of interest in
the population. For example, a sample concerned with the amount
of an account balance and evaluated at a particular reliability level
might result in an estimate of the population total of $1,000,000, a
"precision" of plus or minus $100,000, a "lower precision limit" of
$900,000, and an "upper precision limit" of $1,100,000, all based on
the sample.
.10 In this Appendix, precision and reliability refer to these
parameters as finally determined upon evaluation of the information
obtained from the sample. These parameters are discussed further
in subsequent segments relating to audit tests for specific purposes.
Audit Judgment and Statistical Sampling
.11 Section 320A.03 includes the following comments concerning
the need for audit judgment in applying statistical sampling:
Although statistical sampling furnishes the auditor with a measure
of precision and reliability, statistical techniques do not define for
the auditor the values of each required to provide audit satisfaction.
Specification of the precision and reliability necessary in a given
test is an auditing function and must be based upon judgment in
the same way as is the decision as to audit satisfaction required
when statistical sampling is not used.
.12 This excerpt, as well as the experience of auditors who have
used statistical sampling, should allay the concern of some auditors
that its use impinges on the province of audit judgment. Such judg§320B.12
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ment necessarily becomes explicit in determining the precision and
reliability to be used for statistical samples, but it is implicit in nonstatistical samples.
.13 The determination of precision and reliability desired for
statistical samples is in the realm of audit judgment because no
mathematical basis for definitive criteria is available and no authoritative pronouncement has been issued. As mentioned in paragraph
.11, statistical sampling techniques provide a means for computing
precision and reliability but not for determining the adequacy of
these parameters for the auditor's purposes. Although it is evident
that definitive criteria cannot be established or proven mathematically, the discussion and examples in this Appendix should provide
useful guidance for the exercise of further judgment by auditors who
are interested in applying statistical sampling in particular situations.
.14 Section 320A.10 indicates the general framework within
which audit judgment should be exercised in designing and evaluating statistical samples:
Although "precision" and "reliability" are statistically
inseparable, the committee believes that one of t h e ways in which these
measurements can be usefully a d a p t e d to the auditor's purposes
is b y relating precision to materiality and reliability to the reasonableness of the basis for his opinion.
1

Some of the considerations involved in the application of this concept
in designing and evaluating audit samples to test compliance with
internal accounting control procedures and to test the substantive
aspects of transactions and balances are discussed under those
captions in the remainder of this Appendix. Although discussed
separately, a single sample can be designed to serve both of these
purposes as explained further in paragraph .37. Because generalized
or overall evaluations of internal control are not useful to the auditor,
as explained in section 320.67, the discussion that follows presumes
the samples are designed to test the compliance and/or substantive
aspects of particular classes of transactions or balances.
1

Precision and reliability are "statistically inseparable" only in the sense that
they are computationally interdependent and that both should be stated in
expressing the results of a statistical sample. This does not imply, however,
that the respective measurements cannot be related to separate aspects of the
auditor's examination, as suggested in the excerpt quoted above.
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Compliance Tests
.15 The discussion in section 320 concerning the purpose, nature,
and extent of tests of compliance with internal accounting control
procedures applies also to the discussion of those matters in this
Appendix. Samples designed for this purpose should be evaluated
in terms of deviations from, or compliance with, pertinent procedures
tested, either as to the number of such deviations or the monetary
amount of the related transactions. In this context, pertinent procedures are those which, if not purported to be in use, would have
affected adversely the auditor's preliminary evaluation of the system
prior to his tests of compliance.
.16 In addition to the statistical evaluation of the quantitative
significance of deviations from pertinent procedures, consideration
should be given to the qualitative aspects of the deviations. These
include ( a ) the nature and cause of errors, such as whether they are
errors in principle or in application, are deliberate or unintentional,
are due to misunderstanding of instructions or to careless compliance,
and the like and ( b ) the possible relationship of errors to other
phases of the audit.
Precision for Compliance Tests
.17 The evaluation of a sample designed to test compliance with
internal accounting control procedures would provide, at the reliability level specified, an estimate of the procedural deviations in the
population from which the sample was selected and precision limits
with respect to such estimate. The precision limits would depend
on the size of the sample and on the procedural deviations found.
The auditor's evaluation of compliance would include a statistical
conclusion that the procedural deviations in the population did not
exceed the upper precision limit obtained or, alternatively, were
within the precision range obtained.
.18 In considering the precision desired for compliance tests, it
is important to recognize the relationship of procedural deviations to
( a ) the accounting records being audited, ( b ) any related accounting control procedures, and ( c ) the purpose of the auditor's evaluation.
.19 While procedural deviations increase the risk of material
errors and irregularities in the accounting records, such errors and
§320B.19

48

APPENDIX B TO SECTION 320

irregularities do not necessarily result from procedural deviations.
For example, a disbursement that does not show evidence of required
approval may nevertheless be a valid transaction that was properly
recorded. Procedural deviations would result in errors or irregularities remaining undetected in the accounting records to be audited
only if the procedural deviations and the errors or irregularities occurred on the same transactions. Consequently, procedural deviations of any given percentage ordinarily would not be expected to
result in substantive errors or irregularities of the same magnitude in
the accounting records.
.20 In some situations, the primary control against a particular
type of error or irregularity may be provided by a single procedure
or a set of related procedures; in others, auxiliary control that is overlapping or to some degree duplicative may be provided by another
procedure or set of related procedures. In either situation, a set of
two or more procedures necessary for a single purpose should be
regarded as a single procedure, and deviations from any procedure
in the set should be evaluated on that basis. For the auditor's purpose, the significance of deviations from primary control procedures
is affected by the potential effectiveness of, and compliance with,
any auxiliary control procedures.
.21 As indicated in section 320.71, the auditor's reliance on internal accounting control may result in his restricting, but not eliminating, his application of other auditing procedures. Therefore, the
impact of procedural deviations on the auditor's evaluation for this
purpose is somewhat less than it would be if complete reliance on
internal control were contemplated.
.22 As discussed later in this Appendix, the upper precision limit
for compliance tests necessary to justify reliance on internal accounting control in performing substantive tests depends on factors such
as the importance of the pertinent procedures (including the matters
discussed in paragraph .20), the qualitative aspects of the procedural
deviations (see paragraph .16), the nature and amount of any related
substantive errors, and the extent of reliance to be placed on the procedures. The precision limits discussed in this paragraph for compliance tests relate only to deviations from pertinent procedures, which
may or may not result in substantive errors in the accounting records
(see paragraph .19); substantive errors should be considered separately in evaluating substantive tests in relation to the precision con§320B.20
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sidered necessary for that purpose. Based on consideration of the
general matters discussed in paragraphs .19 through .21 and of the
specific factors mentioned in this paragraph, an auditor may decide,
for example, that an upper precision limit of 10 percent for compliance tests would be reasonable; if substantial reliance is to be placed
upon the procedures, he may decide, for example, that a limit of 5
percent or possibly lower would be reasonable.
Reliability for Compliance Tests

.23 As indicated in the preceding discussion, the precision obtained is related to the condition of the population being tested. In
contrast, the reliability level is related to the probability that the
auditor's conclusion based on this precision will be correct. Thus, the
choice of reliability level establishes the level of confidence the auditor desires; it is the complement of the level of sampling risk he is
willing to assume that his conclusion will be incorrect.
.24 To illustrate this concept of reliability, assume that the auditor decided, for example, that a 95 percent reliability level would be
reasonable for a sample designed to test compliance with a particular
procedure or set of related procedures. Based on this decision, an
audit sample may result in an upper precision limit of 6 percent at
the related reliability level of 95 percent. If the actual but unknown
rate of procedural deviations in the population exceeds 6 percent,
at least 95 percent of all possible samples of the same size that could
be selected from the same population would result in upper precision
limits that would exceed 6 percent. Therefore, at least 95 percent of
such samples would protect the auditor against the risk of overevaluating the degree of compliance with the procedures. Similarly,
if the auditor decides that a 90 percent reliability level would be
reasonable, at least 90 percent of all samples would protect the
auditor against the risk of overevaluating the degree of compliance
with the procedures.
Substantive Tests
.25 The discussion in section 320 concerning the purpose and
nature of substantive tests applies also to the discussion of those
matters in this Appendix. The feature of audit interest in performing
substantive tests of details is the monetary amount of errors that
would affect the financial statements being audited. In this para§ 320B.25
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graph and in those that follow, "errors" include both unintentional
errors and intentional irregularities.
.26 The foregoing discussion of the interpretation of precision
and reliability with reference to compliance tests applies also to substantive tests, with the understanding that the term "upper precision
limit" refers to the monetary amount of error stated as an absolute
value. Although compliance tests and substantive tests are discussed
separately herein, the same sample can serve both purposes as explained in paragraph .37.
Precision for Substantive Tests

.27 The upper precision limit for errors in an individual substantive test should be established so as to be consistent with the overall
audit objective to obtain reasonable assurance that the financial
statements taken as a whole are not materially in error. Since materiality is an accounting as well as an auditing concept and is beyond
the scope of section 320, the committee expresses no further views on
that subject at this time.
Reliability for Substantive Tests

.28 A narrow range of reliability levels was illustrated in the
foregoing discussion of tests of compliance. This was considered
appropriate for such tests because the evidence obtained from them
is the primary source of the auditor's reliance with respect to compliance. This is not the case, however, in determining the reliability
level for substantive tests because the reliance on these tests is to be
combined with the reliance on internal accounting control. This
concept is expressed in section 320A.19 as follows:
. . . These standards [the second and third standards of field work]
taken together imply that the combination of the auditor's reliance
on internal control and on his auditing procedures should provide a
reasonable basis for his opinion in all cases, although the portion of
reliance derived from the respective sources may properly vary between cases. For statistical samples designed to test the validity or
bona fides of accounting data and to be evaluated in monetary terms,
the committee believes the foregoing concept should be applied by
specifying reliability levels that vary inversely with the subjective
reliance assigned to internal control and to any other auditing procedures or conditions relating to the particular matters to be tested
by such samples.
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The foregoing reference to "subjective reliance assigned to internal
control" introduces another element on which judgment is required.
Considerations relevant to the exercise of judgment in this respect
are discussed in the paragraphs that follow.
.29 The risks to be considered in determining ". . . the combination of the auditor's reliance on internal control and on his auditing
procedures [that] should provide a reasonable basis for his opinion
in all cases . . ." are described in section 320A as follows:
.14 . . . [T]he ultimate risk against which the auditor and those
who rely on his opinion require reasonable protection is a combination of two separate risks. The first of these is that material errors
will occur in the accounting process by which the financial statements are developed. The second is that any material errors that
occur will not be detected in the auditor's examination.
.15 The auditor relies on internal control to reduce the first risk
and on his tests of details and his other auditing procedures to reduce the second.
The combined risk of both of the related adverse events occurring
jointly is the product of the respective individual risks, and the combined reliability is the complement of such combined risk.
.30 The risk that material errors will not be detected in the auditor's examination is measured by the complement of the reliability
level used if the auditor compares the upper precision limit of monetary error to the amount he considers material. This is the basis for
the discussion pertaining to reliability in subsequent paragraphs. On
the other hand, if the auditor adopts the decision rule to accept the
book value as materially correct only if it is included in the statistical
precision range, this constitutes a hypothesis test and he should
interpret the following paragraphs in that context.
.31 The reliability levels discussed in the following paragraphs
refer to the auditor's substantive tests as a whole for particular classes
of transactions or balances. As indicated in section 320, the reliance
on substantive tests may be derived from tests of details, from analytical review procedures, or from any combination of both that is
appropriate in the circumstances. This concept is consistent with
the references to "other auditing procedures" in the excerpts from
section 320A in paragraphs .28 and .29. Consequently, the reliability
levels mentioned later may be achieved by combining the reliability
from one or more statistical samples that serve a particular audit
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purpose with the "subjective reliance assigned to .. . any other auditing procedures" that serve the same purpose. The combined reliability is the complement of the combined risk that none of the
procedures would accomplish the particular audit purpose, and the
combined risk is the product of such risks for the respective individual procedures. While the combination of statistical and subjective
reliance as discussed in this paragraph is conceptually sound, there
is a practical problem in reasonable quantification of subjective reliance. This problem, however, does not arise from the use of statistical sampling but is implicit in any event in the process of evaluating
audit evidence and reaching conclusions.
.32 If the auditor's evaluation indicates that little if any reliance
should be assigned to internal accounting control for the purpose of
particular substantive tests, he may decide after considering other
relevant factors that a reliability level of 95 percent, for example,
would be reasonable for those substantive tests.
.33 If the auditor's evaluation indicates that both the prescribed
procedures and the degree of compliance with them are satisfactory,
the other extreme would be to assign all of the desired reliance to
internal accounting control and require none from substantive tests.
As indicated in section 320.71, however, generally accepted auditing
standards contemplate that other procedures will be restricted, but
not eliminated, through reliance on internal accounting control. This
position recognizes that the maximum potential effectiveness even
of satisfactory procedures is something less than complete because
of the inherent limitations discussed in section 320.34. The focal
point for judgment in determining the reliance to be assigned to
satisfactory internal accounting control is the portion of the risk of
occurrence of material errors that may reasonably be expected to be
eliminated by such control. The remaining risk is the portion reasonably attributable to the inherent limitations of such control.
.34 The auditor's judgment concerning the reliance to be assigned to internal accounting control and other relevant factors
should determine the reliability level to be used for substantive tests.
Such reliability should be set so that the combination of it and the
subjective reliance on internal accounting control and other relevant
factors will provide a combined reliability level conceptually equal
to that which would be used in the circumstances described in paragraph .32. Thus, the reliability level for substantive tests for partic-
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ular classes of transactions or balances is not an independent or
isolated decision; it is a direct consequence of the auditor's evaluation of internal accounting control, and cannot be construed properly out of this context.
.35 The concept expressed in paragraph .34 can be applied by
use of the following formula:
(1-R)
S=

1(1-C)

Where
S = Reliability level for substantive tests.
R = Combined reliability level desired (e.g., 95 percent as illustrated in paragraph .32).
C = Reliance assigned to internal accounting control
and other relevant factors.
This concept is illustrated in the following table, for which the combined reliability level desired is assumed, for illustrative purposes,
to be 95 percent:
Auditor's Judgment
Concerning Reliance
to Be Assigned to
Internal Accounting Control
and Other Relevant Factors

Resulting
Reliability Level
for Substantive Tests

90%
70%
50%
30%

50%
83%
90%
93%

.36 A final factor that is important in considering the reasonableness of the reliability levels mentioned herein for substantive tests
is the risk of occurrence of material errors in financial statements in
the absence of satisfactory internal accounting control. Because the
magnitude of this risk is unknown, it has been treated implicitly and
conservatively as being 100 percent in deriving such reliability levels,
although audit experience indicates clearly that it is substantially
lower. Consequently, the effective combined reliability levels are
greater than those mentioned herein.
§ 320B.36
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Dual-Purpose Tests
.37 Compliance tests and substantive tests have been discussed
separately because of the different considerations relating to each.
In practice, however, the same sample often can be taken and evaluated for both purposes. The only additional requirement in designing a dual-purpose sample is to determine that it will be adequate to
provide the more stringent precision and reliability for the two purposes. In evaluating such samples, procedural deviations and substantive monetary errors should be evaluated separately, using the
reliability level applicable for the respective purposes.

§
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Evidential Matter
The third standard of field work is:

Sufficient competent evidential matter is to be obtained through
inspection, observation, inquiries, and confirmations to afford a
reasonable basis for an opinion regarding the financial statements
under examination.
.02 Most of the independent auditor's work in formulating his
opinion on financial statements consists of obtaining and examining
evidential matter. The measure of the validity of such evidence for
audit purposes lies in the judgment of the auditor; in this respect
audit evidence differs from legal evidence, which is circumscribed
by rigid rules. Evidential matter varies substantially in its influence
on the auditor as he develops his opinion with respect to financial
statements under examination. The pertinence of the evidence, its
objectivity, its timeliness, and the existence of other evidential matter corroborating the conclusions to which it leads all bear on its
competence.

Nature of Evidential Matter
.03 Evidential matter supporting the financial statements consists of the underlying accounting data and all corroborating information available to the auditor.
.04 The books of original entry, the general and subsidiary ledgers, related accounting manuals, and such informal and memorandum records as work sheets supporting cost allocations, computations, and reconciliations all constitute evidence in support of the
financial statements. By itself, accounting data cannot be considered
sufficient support for financial statements; on the other hand, without
adequate attention to the propriety and accuracy of the underlying
accounting data, an opinion on financial statements would not be
warranted.
.05 Corroborating evidential matter includes documentary material such as checks, invoices, contracts, and minutes of meetings;
confirmations and other written representations by knowledgeable
people; information obtained by the auditor from inquiry, observation, inspection, and physical examination; and other information
developed by, or available to, the auditor which permits him to
reach conclusions through valid reasoning.
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.06 The auditor tests underlying accounting data by analysis and
review, by retracing the procedural steps followed in the accounting
process and in developing the work sheets and allocations involved,
by recalculation, and by reconciling related types and applications
of the same information. In a soundly conceived and carefully
maintained system of accounting records, there is an internal integrity and interrelationship discoverable through such procedures that
constitutes persuasive evidence that the financial statements do
present fairly financial position, results of operations, and changes
in financial position in conformity with generally accepted accounting principles.
.07 The pertinent documentary material to support entries in the
accounts and representations in the financial statements ordinarily
is on hand in the company's files and available to the auditor for
examination. Both within the company's organization and outside
it are knowledgeable people to whom the auditor can direct inquiries. Assets having physical existence are available to the auditor
for his inspection. Activities of company personnel can be observed.
Based on certain conditions as he observes them, conditions of internal control for example, he can reason to conclusions with respect
to the validity of various representations in the financial statements.
Competence of Evidential Matter
.08 To be competent, evidence must be both valid and relevant.
The validity of evidential matter is so dependent on the circumstances under which it is obtained that generalizations about the
reliability of various types of evidence are subject to important exceptions. If the possibility of important exceptions is recognized,
however, the following presumptions, which are not mutually exclusive, about the validity of evidential matter in auditing have
some usefulness:
a. When evidential matter can be obtained from independent
sources outside an enterprise, it provides greater assurance of
reliability for the purposes of an independent audit than that
secured solely within the enterprise.
b. When accounting data and financial statements are developed
under satisfactory conditions of internal control, there is more
assurance as to their reliability than when they are developed
under unsatisfactory conditions of internal control.
§ 330.06
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c. Direct personal knowledge of the independent auditor obtained
through physical examination, observation, computation, and
inspection is more persuasive than information obtained indirectly.
Sufficiency of Evidential Matter
.09 The amount and kinds of evidential matter required to
support an informed opinion are matters for the auditor to determine
in the exercise of his professional judgment after a careful study of
the circumstances in the particular case. In making such decisions,
he should consider the nature of the item under examination; the
materiality of possible errors and irregularities; the degree of risk
involved, which is dependent on the adequacy of the internal control and susceptibility of the given item to conversion, manipulation,
or misstatement; and the kinds and competence of evidential matter
available.
.10 The independent auditor's objective is to obtain sufficient
competent evidential matter to provide him with a reasonable basis
for forming an opinion under the circumstances. In the great majority of cases, the auditor finds it necessary to rely on evidence
that is persuasive rather than convincing. Both the individual
assertions in financial statements and the overall proposition that the
financial statements as a whole present fairly, in conformity with
generally accepted accounting principles, the financial position,
results of operations, and changes in financial position are of such
a nature that even an experienced auditor is seldom convinced
beyond all doubt with respect to all aspects of the statements being
examined.
.11 To the extent the auditor remains in substantial doubt as
to any assertion of material significance, he must refrain from
formulating an opinion until he has obtained sufficient competent
evidential matter to remove such substantial doubt, or he must
express a qualified opinion or a disclaimer of opinion.
.12 An auditor typically works within economic limits; his opinion, to be economically useful, must be formulated within a reasonable length of time and at reasonable cost. The auditor must decide,
again exercising professional judgment, whether the evidential
matter available to him within the limits of time and cost is sufficient
to justify formulation and expression of an opinion.
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.13 As a guiding rule, there should be a rational relationship
between the cost of obtaining evidence and the usefulness of the
information obtained. In determining the usefulness of evidence,
relative risk may properly be given consideration. The matter of
difficulty and expense involved in testing a particular item is not
in itself a valid basis for omitting the test.
.14 In determining the extent of a particular audit test and the
method of selecting items to be examined, the auditor might consider
using statistical sampling techniques which have been found to be
advantageous in certain instances. The use of statistical sampling
does not reduce the use of judgment by the auditor but provides
certain statistical measurements as to the results of audit tests, which
measurements may not otherwise be available.
.15 The independent auditor should be thorough in his search
for evidential matter and objective in its evaluation. In selecting
procedures to obtain competent evidential matter, he should recognize the possibility that the financial statements may not be presented fairly in conformity with generally accepted accounting
principles. In developing his opinion, the auditor must give consideration to relevant evidential matter regardless of whether it
appears to support or to contradict the representations made in the
financial statements.

331

Evidential Matter for Receivables
And Inventories

.01 Confirmation of receivables and observation of inventories
are generally accepted auditing procedures. The independent
auditor who issues an opinion when he has not employed them must
bear in mind that he has the burden of justifying the opinion expressed.
.02 The purpose of this section is to provide guidelines for the
independent auditor in confirming receivables and observing inventories. This section relates only to confirmation of receivables and
observation of inventories and does not deal with other important
auditing procedures which generally are required for the independent auditor to satisfy himself as to these assets.
§330.13
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Receivables
.03 Confirmation of receivables requires direct communication
with debtors either during or after the period under audit; the
confirmation date, the method of requesting confirmations, and the
number to be requested are determined by the independent auditor.
Such matters as the effectiveness of internal control, the apparent
possibility of disputes, inaccuracies or irregularities in the accounts,
the probability that requests will receive consideration or that the
debtor will be able to confirm the information requested, and the
materiality of the amounts involved are factors to be considered by
the auditor in selecting the information to be requested and the
form of confirmation, as well as the extent and timing of his confirmation procedures.
.04 Two forms of confirmation request are ( a ) the "positive"
form of request, wherein the debtor is asked to respond whether or
not he is in agreement with the information given, and ( b ) the
"negative" form of request, wherein the debtor is asked to respond
only if he disagrees with the information given.
.05 Because the use of the positive form results in either ( a )
the receipt of a response from the debtor constituting evidence
regarding the debt or ( b ) the use of other procedures to provide
evidence as to the validity and accuracy of significant non-responding accounts, the use of the positive form is preferable when individual account balances are relatively large or when there is reason
to believe that there may be a substantial number of accounts in
dispute or with inaccuracies or irregularities. The negative form is
useful particularly when internal control surrounding accounts receivable is considered to be effective, when a large number of small
balances are involved, and when the auditor has no reason to believe
the persons receiving the requests are unlikely to give them consideration. If the negative rather than the positive form of con1

1

In this context, "significant" refers to those confirmation requests that the
auditor believes would be likely to influence his evaluation of the accounts
selected for confirmation. In making his decision in this respect, the auditor
should be mindful that such evaluation is to be extended to the accounts
receivable as a whole and therefore he should consider the basis on which
he determined the number and amount of confirmations requested, the
method of selection of the particular accounts, and any unusual factors
relevant in the circumstances.
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firmation is used, the number of requests sent or the extent
other auditing procedures applied to the receivable balance
normally be greater in order for the independent auditor to
the same degree of satisfaction with respect to the accounts
able balance.

of the
should
obtain
receiv-

.06 In many situations a combination of the two forms may be
appropriate, with the positive form used for large balances and the
negative form for small balances.
.07 Confirmation procedures may be directed toward account
balances with debtors or toward individual items included in such
balances. The latter procedure may be particularly useful when the
nature of the accounts or the debtors' records are not likely to permit
successful confirmation of account balances.
.08 When the independent auditor sets out to confirm receivables
by means of positive requests, he should generally follow up with a
second and sometimes an additional request to those debtors from
whom he receives no reply. The auditor should employ such alternative procedures as are practicable to obtain adequate evidence
necessary to satisfy himself as to those significant requests for
which he receives no replies. These procedures may include examination of evidence of subsequent cash receipts, cash remittance
advices, sales and shipping documents, and other records.
1

Inventories
.09 When inventory quantities are determined solely by means
of a physical count, and all counts are made as of the balance-sheet
date or as of a single date within a reasonable time before or after
the balance-sheet date, it is ordinarily necessary for the independent
auditor to be present at the time of count and, by suitable observation, tests, and inquiries, satisfy himself respecting the effectiveness
of the methods of inventory-taking and the measure of reliance which
may be placed upon the client's representations about the quantities
and physical condition of the inventories.
.10 When the well-kept perpetual inventory records are checked
by the client periodically by comparisons with physical counts, the
1

See definition of "significant" in footnote 1 to paragraph .05.
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auditor's observation procedures usually can be performed either
during or after the end of the period under audit.
.11 In recent years, some companies have developed inventory
controls or methods of determining inventories, including statistical
sampling, which are highly effective in determining inventory
quantities and which are sufficiently reliable to make unnecessary
an annual physical count of each item of inventory. In such circumstances, the independent auditor must satisfy himself that the
client's procedures or methods are sufficiently reliable to produce
results substantially the same as those which would be obtained
by a count of all items each year. The auditor must be present to
observe such counts as he deems necessary and must satisfy himself
as to the effectiveness of the counting procedures used. If statistical
sampling methods are used by the client in the taking of the physical
inventory, the auditor must be satisfied that the sampling plan has
statistical validity, that it has been properly applied, and that the
resulting precision and reliability, as defined statistically, are reasonable in the circumstances.
1

.12 When the independent auditor has not satisfied himself
as to inventories in the possession of the client through the procedures described in paragraphs .09-.11, tests of the accounting
records alone will not be sufficient for him to become satisfied as
to quantities; it will always be necessary for the auditor to make,
or observe, some physical counts of the inventory and apply appropriate tests of intervening transactions. This should be coupled
with a review of the records of any client's counts and procedures
relating to the physical inventory on which the balance-sheet inventory is based.
.13 The independent auditor may be asked to make an examination of financial statements covering the current period and one
or more periods for which he had not observed or made some physical counts of prior inventories. He may, nevertheless, be able to
become satisfied as to such prior inventories through appropriate
procedures, such as tests of prior transactions, reviews of the records
of prior counts, and the application of gross profit tests, provided
that he has been able to become satisfied as to the current inventory.
1

See section 320A, "Relationship of Statistical Sampling to Generally Accepted
Auditing Standards."
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Inventories Held in Public Warehouses

.14 In the case of inventories which in the ordinary course of
business are in the hands of public warehouses or other outside
custodians, direct confirmation in writing from the custodians is
acceptable provided that, where, the amount involved represents a
significant proportion of the current assets or the total assets, supplemental inquiries are made to satisfy the independent auditor as
to the bona fides of the situation.
.15 The supplemental inquiries include the following steps to
the extent the auditor considers necessary in the circumstances:
a. Discussion with the owner as to owner's control procedures in
investigating the warehouseman, and tests of related evidential
matter.
b. Review of the owner's control procedures concerning performance of the warehouseman, and tests of related evidential matter.
c. Observation of physical counts of the goods wherever practicable and reasonable.
d. Where warehouse receipts have been pledged as collateral, confirmation (on a test basis, where appropriate) from lenders as
to pertinent details of the pledged receipts.
Effect on the Auditor's Report
.16 For a discussion of the circumstances relating to receivables
and inventories affecting the independent auditor's report, see sections 541 and 542.01-.05.

332

Evidential Matter for
Long-Term Investments

.01 The purpose of this section is to furnish guidance in applying generally accepted auditing standards to examinations of the
financial statements of companies with long-term investments
accounted for under either the cost method or the equity method.
Such investments may be represented by capital stock or other
equity interests, bonds and similar debt obligations, and loans and
advances that are in the nature of investments. This section is con1

See section 901 for Special Report of Committee on Auditing Procedure.
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cerned with evidential matter which should be examined by the
auditor in corroboration of (a) amounts at which long-term investments are stated in financial statements of the investor, (b) amounts
reported as the investor's share of earnings or losses and other
transactions of the investee, and (c) related disclosures.
Objectives of Examination
.02 The independent auditor should ascertain whether longterm investments are accounted for in conformity with generally
accepted accounting principles consistently applied and whether
the related disclosures are adequate. He should, therefore, examine
sufficient competent evidential matter supporting the existence,
ownership, cost, and carrying amount of investments, income and
losses attributable to such investments, and any related disclosures
in the investor's financial statements. With respect to investments
accounted for under the equity method, he should also examine
such evidential matter regarding the investor's accounting for its
share of capital and other transactions of the investee.
.03 With respect to the carrying amount of investments, a loss
in value which is other than a temporary decline should be recognized in the financial statements of an investor. The independent
auditor should, therefore, also examine sufficient competent evidential matter to the extent he deems necessary to determine
whether such a loss in value has occurred.
Types of Evidence
.04 Evidential matter pertaining to the existence, ownership,
and cost of long-term investments includes accounting records and
documents of the investor relating to their acquisition. In the case
of investments in the form of securities (such as stocks, bonds, and
notes), this evidential matter should be corroborated by inspection
of the securities, or in appropriate circumstances, by written confirmation from an independent custodian of securities on deposit,
pledged, or in safekeeping. In the case of loans, advances, and
registered bonds and similar debt obligations, evidential matter
obtained from accounting records and documents also should be
corroborated by written confirmation from the debtor or trustee.
.05 Evidential matter pertaining to the carrying amount of longterm investments, income and losses attributable to such invest§332.05
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ments, and capital and other transactions of the investee may be
available in the following forms:
a. Audited Financial Statements
Financial statements of the investee generally constitute sufficient evidential matter as to the equity in underlying net assets
and results of operations of the investee when such statements
have been examined by the investor's auditor or by another independent auditor whose report is satisfactory, for this purpose,
to the investor's auditor. Audited financial statements also constitute one of the items of evidential matter that may be used
with respect to investments in bonds and similar debt obligations, loans, and advances.
b. Unaudited Financial Statements
(i) Unaudited financial statements, reports issued on examination by regulatory bodies and taxing authorities, and similar
data provide information and evidence but are not by themselves sufficient as evidential matter.
(ii) By application of auditing procedures to the financial statements of an investee, the auditor obtains evidential matter
as to the equity in underlying net assets and results of operations of the investee. The auditor for the investor may
utilize the investee's auditor for this purpose. The materiality of the investment in relation to the financial statements
of the investor is a factor which should be considered in
determining the extent and nature of such procedures.
c. Market Quotations
If market quotations of security prices are based on a reasonably
broad and active market, they ordinarily constitute sufficient
competent evidential matter as to the current market value of
unrestricted securities.
d. Other Evidential Matter
(i) When the carrying amount of an investment reflects ( a )
factors (such as mineral rights, growing timber, patents,
and goodwill) which are not recognized in financial statements of the investee or ( b ) fair values of assets which are
materially different from the investee's carrying amounts,
evidential matter may be available in the form of current
evaluations of these factors. Evaluations made by persons
§
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within the investor or within the investee may be acceptable; evaluations made by persons independent of these
companies will usually provide greater assurance of reliability than evaluations made by persons within the companies.
(ii) Negotiable securities, real estate, chattels, or other property
are often assigned as collateral for investments in bonds,
notes, loans, or advances. If the collateral is an important
factor in considering collectibility of the obligation, the
auditor should satisfy himself regarding the existence and
transferability of such collateral and should obtain evidential matter as to its value (such as market quotations, the
amount of underlying net assets, or appraisals) as may be
appropriate in the circumstances.

Equity Method of Accounting
.06 Paragraph 17 of Accounting Principles Board Opinion No.
18 states that the equity method of accounting for an investment in common stock should be used by an investor whose investment in voting stock gives it the ability to exercise significant
influence over operating and financial policies of an investee even
though the investor holds 50% or less of the voting stock. It also
provides several criteria to be considered in determining whether
the investor has the ability to exercise significant influence. Paragraph 16 of Opinion No. 18 states that the equity method should also
be followed for investments in common stock of corporate joint
ventures.
.07 The auditor has a responsibility to satisfy himself with respect to the appropriateness of the accounting method adopted for
investments in voting stock of an investee. Inquiry should be made
of the investor's management as to (a) whether the investor has
the ability to exercise significant influence over operating and financial policies of the investee under the criteria set forth in paragraph
17 of Opinion No. 18 and (b) the attendant circumstances which
serve as a basis for management's conclusion. The auditor should
evaluate the information received on the basis of facts otherwise
obtained by him in the course of his audit.
.08 When an investor accounts for an investment in an investee
contrary to the applicable presumption contained in paragraph 17
§ 332.08
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of Opinion No. 18, the auditor should examine sufficient competent evidential matter to satisfy himself that such presumption
has been overcome and that appropriate disclosure is made regarding the reasons for not accounting for the investment in keeping
with the presumption.
2

.09 The refusal of an investee to furnish necessary financial
data to the investor is evidence (but not necessarily conclusive
evidence) that the investor does not have the ability to exercise
significant influence over operating and financial policies of the
investee such as to justify the application of the equity method of
accounting for investments in 50% or less owned companies in accordance with the provisions of Opinion No. 18.
.10 An investor should include its proportionate share of an
investee's results of operations based on data obtained from the
investee's most recent reliable financial statements, which may be
its audited year-end statements.
.11 An investor may include its proportionate share of the results of operations of an investee based on the investee's unaudited
interim financial statements. An example of this would be a situation in which an investor whose year ends on June 30 includes its
equity in earnings of an investee based on the investee's financial
statements for the six-month period ended December 31 and the
six-month period ended June 30. In such situations, the auditor
for the investor should recognize that although the investee's financial statements for the year ended December 31 may have been
audited, the financial statements as of June 30 and for the year
then ended represent unaudited data because neither six-month
period is covered by an auditor's report. Auditing procedures (see
paragraph .05 b ( i i ) ) should be applied to such unaudited financial
statements to the extent considered necessary in view of their
materiality in relation to the financial statements of the investor.
1

2

Paragraph 17 states: ". . . an investment (direct or indirect) of 2 0 % or more
of the voting stock of an investee should lead to a presumption that in the
absence of evidence to the contrary an investor has the ability to exercise
significant influence over an investee. Conversely, an investment of less than
2 0 % of the voting stock of an investee should lead to a presumption that an
investor does not have the ability to exercise significant influence unless such
an ability can be demonstrated."
See Accounting Principles Board Opinion No. 18, paragraph 20, footnote 13.
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.12 In many instances there will be a time lag in reporting
between the dates of the financial statements of the investor and
those of the investee. A time lag in reporting should be consistent
from period to period. If a change in time lag occurs which the
auditor deems to have a material effect on the investor's financial
statements, he should express in his opinion an exception as to
consistency.
.13 With respect to events and transactions of the investee from
the date of the investee's financial statements to the date of the
report of the auditor of the investor, the auditor should read available interim financial statements of the investee and make appropriate inquiries of the investor. Further, the auditor should ascertain
through such inquiries that the investor has made itself aware of
any material events or transactions arising subsequent to the date
of the investee's financial statements. Such events or transactions
of the type contemplated by section 560.05-.06, which are material
in relation to the financial statements of the investor, should be
disclosed in the notes to the investor's financial statements and
(where applicable) labeled as unaudited information. For the purpose of recording the investor's share of the results of operations
of the investee, recognition should be given to events or transactions of the type contemplated by section 560.03 which are
material in relation to the financial statements of the investor.
.14 In certain circumstances, events or transactions during the
period between the date of the investee's financial statements and
the date of the investor's financial statements may be of such a
nature and significance as to cause a loss in value of the investment
which should be recognized in the investor's financial statements
(see paragraph 19h of Opinion No. 18).
.15 For investments accounted for under the equity method,
data relating to transactions between the investor and investee
should be obtained for purposes of determining the proper elimination of unrealized intercompany profits and losses. Normally,
such data are not shown separately in the financial statements of
the investee and may have to be obtained from the investee. If the
amounts of unrealized intercompany profits or losses could reasonably be expected to be material in relation to the investor's financial position or results of operations, unaudited data obtained from
the investee ordinarily should be subjected to auditing procedures
(see paragraph .05 b ( i i ) ) .
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Effect on the Auditor's Report
.16 For a discussion of circumstances relating to long-term investments affecting the independent auditor's report, see sections
542.06,543.14, and 547.04.

338

Working Papers

.01 This section provides guidance for the independent auditor
regarding working papers for examinations of financial statements
or for other engagements to which any of the generally accepted
auditing standards apply. There is no intention to specify the form
or details of content of working papers since they should be designed to meet the circumstances and the auditor's needs on the
individual engagement; nor is there any intention to imply that the
auditor would be precluded from supporting his opinion and his
representation as to compliance with the auditing standards by
other means in addition to working papers.
Functions and Nature of
Working Papers
.02

Working papers serve mainly to:

a. Aid the auditor in the conduct of his work.
b. Provide an important support for the auditor's opinion, including his representation as to compliance with the generally accepted auditing standards.
.03 Working papers are the records kept by the independent
auditor of the procedures he followed, the tests he performed, the
information he obtained, and the conclusions he reached pertinent
to his examination. Working papers, accordingly, may include work
programs, analyses, memoranda, letters of confirmation and representation, abstracts of company documents, and schedules or commentaries prepared or obtained by the auditor.
.04 Working papers should fit the circumstances and the auditor's needs on the engagement to which they apply. The factors
affecting the independent auditor's judgment as to the quantity,
type, and content of the working papers desirable for a particular
engagement include ( a ) the nature of the auditor's report, ( b ) the
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nature of the financial statements, schedules, or other information
upon which the auditor is reporting, ( c ) the nature and condition
of the client's records and internal controls, and ( d ) the needs in
the particular circumstances for supervision and review of the work
performed by any assistants.
Guidelines
.05 Although the quantity, type, and content of working papers
will vary with the circumstances, they generally would include or
show:
a. Data sufficient to demonstrate that the financial statements or
other information upon which the auditor is reporting were in
agreement with (or reconciled with) the client's records.
b. That the engagement had been planned, such as by use of work
programs, and that the work of any assistants had been supervised and reviewed, indicating observance of the first standard
of field work.
c. That the client's system of internal control had been reviewed
and evaluated in determining the extent of the tests to which
auditing procedures were restricted, indicating observance of
the second standard of field work.
d. The auditing procedures followed and testing performed in
obtaining evidential matter, indicating observance of the third
standard of field work. The record in these respects may take
various forms, including memoranda, check lists, work programs, and schedules, and would generally permit reasonable
identification of the work done by the auditor.
e. How exceptions and unusual matters, if any, disclosed by the
independent auditor's procedures were resolved or treated.
f.

Appropriate commentaries prepared by the auditor indicating his
conclusions concerning significant aspects of the engagement.

Ownership and Custody of
Working Papers
.06 Working papers are the property of the independent auditor, and in a number of states there are statutes which designate
the auditor as the owner of working papers. The auditor's rights
of ownership of the working papers, however, are subject to those
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ethical limitations designed to prevent improper disclosures by the
auditor of confidential matters relating to his clients' affairs.
.07 While the independent auditor's working papers may serve
as a useful reference source from time to time for his client, the
working papers should not be regarded as constituting a part of, or
as a substitute for, the client's accounting records.
.08 The independent auditor should adopt reasonable procedures for safe custody of his working papers and should retain
them for a period of time sufficient to meet the needs of his practice and satisfy any pertinent legal requirements of records retention.
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410
.01

The First, Second, and Third
Standards of Reporting

Adherence to Generally Accepted
Accounting Principles
The first standard of reporting is:

The report shall state whether the financial statements are presented in accordance with generally accepted accounting principles.
.02 The term "generally accepted accounting principles" as used
in reporting standards is construed to include not only accounting
principles and practices but also the methods of applying them.
The first reporting standard is construed not to require a statement of fact by the auditor but an opinion as to whether the
financial statements are presented in conformity with such principles. If limitations on the scope of the auditor's examination
make it impossible for him to form an opinion as to such conformity,
appropriate qualification of his report is required.
.03 The determination of whether financial statements are presented in accordance with generally accepted accounting principles requires exercise of judgment as to whether the principles
employed in the statements have found general acceptance. The
determination further requires a familiarity with alternative principles, sometimes more than one, which may be applicable to the
transaction or facts under consideration and a realization that an
accounting principle may have only limited usage but still have
general acceptance.
1

.04 Generally accepted accounting principles evolve and change.
Pronouncements issued by authoritative bodies designated by the
American Institute of Certified Public Accountants give recogni1

See the October 1964 Special Bulletin adopted by the Council of the American
Institute of Certified Public Accountants entitled "Disclosure of Departures
from Opinions of the Accounting Principles Board."
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tion to such changes. The first reporting standard contemplates
that the independent auditor will be alert to such pronouncements.
He must also be alert to changes which become acceptable through
common usage by business although not the subject of a pronouncement.

420

Consistency of Application of
Generally Accepted Accounting Principles

.01 The second standard of reporting (referred to herein as the
consistency standard) is:
The report shall state whether such principles have been consistently observed in the current period in relation to the preceding
period.
.02 The objective of the consistency standard is (a) to give
assurance that the comparability of financial statements between
periods has not been materially affected by changes in accounting
principles, which include not only accounting principles and practices but also the methods of applying them, or (b) if comparability
has been materially affected by such changes, to require appropriate
reporting by the independent auditor regarding such changes. It is
implicit in the objective that such principles have been consistently
observed within each period.
.03 Proper application of the consistency standard by the independent auditor requires an understanding of the relationship of
consistency to comparability. Although lack of consistency may
cause lack of comparability, other factors unrelated to consistency
may also cause lack of comparability.
.04 A comparison of the financial statements of an entity between years may be affected by (a) accounting changes, (b) an
error in previously issued financial statements, (c) changes in classification, and (d) events or transactions substantially different from
those accounted for in previously issued statements. Accounting
change, as defined in APB Opinion No. 20, means a change in (1)
an accounting principle, (2) an accounting estimate, or (3) the
1

1

For a discussion of comparability of financial statements of a single enterprise,
see paragraphs 9 5 through 97 of Accounting Principles Board Statement
No. 4, "Basic Concepts and Accounting Principles Underlying Financial Statements of Business Enterprises."
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reporting entity (which is a special type of change in accounting
principle).
.05 Changes in accounting principle having a material effect on
the financial statements require recognition in the independent
auditor's opinion as to consistency. Other factors affecting comparability in financial statements may require disclosure, but they
would not ordinarily be commented upon in the independent
auditor's report.

Accounting Changes Affecting Consistency
Change in Accounting Principle
.06 "A change in accounting principle results from adoption of
a generally accepted accounting principle different from the one
used previously for reporting purposes. The term accounting principle includes not only accounting principles and practices but also
the methods of applying them." A change in accounting principle
includes, for example, a change from the straight-line method to the
declining balance method of depreciation for all assets in a class or
for all newly acquired assets in a class, and a change from expensing
research and development costs to amortizing such costs over the
estimated period benefited. The consistency standard is applicable
to this type of change and requires recognition in the auditor's
opinion as to consistency.
1

Change in the Reporting Entity
.07 Since a change in the reporting entity is a special type of
change in accounting principle, the consistency standard is applicable. Changes in reporting entity that require recognition in the
auditor's opinion include:
a. Presenting consolidated or combined statements in place of statements of individual companies.
b. Changing specific subsidiaries comprising the group of companies for which consolidated statements are presented.
c. Changing the companies included in combined financial statements.
d. Changing among the cost, equity, and consolidation methods of
accounting for subsidiaries or other investments in common stock.
1

Accounting Principles Board Opinion No. 20, paragraph 7.
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.08 A business combination accounted for by the pooling-ofinterests method also results in a change in reporting entity. The
application of the consistency standard to this type of change is
discussed in section 546.12—.13.
.09 For purposes of application of the consistency standard, a
change in reporting entity does not result from the creation, cessation, purchase, or disposition of a subsidiary or other business unit.
Correction of an Error in Principle
.10 A change from an accounting principle that is not generally
accepted to one that is generally accepted, including correction of
a mistake in the application of a principle, is a correction of an error.
Although this type of change in accounting principle should be
accounted for as the correction of an error, the change requires
recognition in the auditor's opinion as to consistency.
1

2

Change in Principle Inseparable From
Change in Estimate
.11 The effect of a change in accounting principle may be inseparable from the effect of a change in estimate. Although the
accounting for such a change is the same as that accorded a change
only in estimate, a change in principle is involved. Accordingly, this
type of change requires recognition in the independent auditor's
opinion as to consistency.
3

Changes Not Affecting Consistency
Change in Accounting Estimate
.12 Accounting estimates (such as service lives and salvage
values of depreciable assets and provisions for warranty costs, uncollectible receivables, and inventory obsolescence) are necessary
in the preparation of financial statements. Accounting estimates
change as new events occur and as additional experience and information are acquired. This type of accounting change is required
1
2

3

See paragraphs 13, 36, and 3 7 of Accounting Principles Board Opinion No. 20.
The appropriate form of reporting on consistency in such circumstances is
similar to that illustrated in section 5 4 6 . 0 2 .
See paragraph 11 of Accounting Principles Board Opinion No. 20.
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by altered conditions that affect comparability but do not involve
the consistency standard. The independent auditor, in addition to
satisfying himself with respect to the conditions giving rise to the
change in accounting estimate, should satisfy himself that the
change does not include the effect of a change in accounting principle. Provided he is so satisfied, he need not comment on the
change in his report because it does not affect his opinion as to
consistency. However, an accounting change of this type having a
material effect on the financial statements may require disclosure
in a note to the financial statements.
1

2

Error Correction Not Involving Principle

.13 Correction of an error in previously issued financial statements resulting from mathematical mistakes, oversight, or misuse
of facts that existed at the time the financial statements were originally prepared does not involve the consistency standard if no
element of accounting principles or their application is included.
Accordingly, the independent auditor need not recognize the correction in his opinion as to consistency.
3

Changes in Classification and Reclassifications

.14 Classifications in the current financial statements may be
different from classifications in the prior year's financial statements.
Although changes in classification are usually not of sufficient importance to necessitate disclosure, material changes in classification
should be indicated and explained in the financial statements or
notes. These changes and material reclassifications made in previously issued financial statements to enhance comparability with
1

2

3

With respect to financial statements filed with the Securities and Exchange
Commission, Regulation S-X requires the independent auditor to express an
opinion as to any change in accounting principle or practice that materially
affects comparability. These requirements may be met by the use of a middle
paragraph in the auditor's report in which he describes the change and
expresses his view thereon; when this is done, there should not be a reference
to the change in the opinion paragraph if the consistency standard is not
involved.
See paragraph 33 of Accounting Principles Board Opinion No. 20.
If the independent auditor had previously reported on the financial statements containing the error, he should refer to section 561, "Subsequent
Discovery of Facts Existing at the Date of the Auditor's Report."
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current financial statements ordinarily would not affect the independent auditor's opinion as to consistency and need not be referred
to in his report.
Variations in Format and Presentation of Statement of
Changes in Financial Position

.15 In paragraph 8 of APB Opinion No. 19, the Accounting
Principles Board concluded that ". . . the statement summarizing
changes in financial position should be based on a broad concept
embracing all changes in financial position. . . ." In paragraph 9 of
that Opinion, however, the Board recognized ". . . the need for
flexibility in form, content, and terminology . . ." of the statement
of changes. Accordingly, variations between periods in the format
of the statement of changes, such as changing to or from a balanced
form, are deemed to be reclassifications. If such variations materially
affect comparability, they should be disclosed in the financial statements and ordinarily will not be referred to in the independent
auditor's report.
.16 However, variations between periods in the terms used to
express changes in financial position, such as changing from cash
to working capital, constitute a change in the application of accounting principles and involve the consistency standard. When such a
change occurs and the independent auditor deems it to be material,
he should express in his opinion an exception as to consistency. An
entity making such a change in the current period may present comparative financial statements for a prior period that have been
restated to conform with those of the current period. Such a restatement places both periods on the same basis with respect to the use
and application of accounting principles. The restatement should
be disclosed and the auditor should refer to it in his report.
Substantially Different Transactions or Events

.17 Accounting principles are adopted when events or transactions first become material in their effect. Such adoption, as well as
modification or adoption of an accounting principle necessitated by
transactions or events that are clearly different in substance from
those previously occurring, do not involve the consistency standard
although disclosure in the notes to the financial statements may be
required.
§420.15
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Changes Expected to Have a Material Future Effect

.18 If an accounting change has no material effect on the financial statements in the current year, but the change is reasonably
certain to have substantial effect in later years, the change should
be disclosed in the notes to the financial statements whenever the
statements of the period of change are presented, but the independent auditor need not recognize the change in his opinion as to consistency.
Disclosure of Changes Not Affecting Consistency

.19 While the matters discussed in paragraphs .12-.15 and .1718 do not require recognition in the independent auditor's report
as to consistency, the auditor should qualify his report as to the disclosure matter if necessary disclosures are not made. (See section
430.04.)
Periods to Which the Consistency Standard Relates

.20 When the independent auditor reports only on the current
period, he should report on the consistency of the application of
accounting principles in relation to the preceding period, regardless
of whether financial statements for the preceding period are presented. (The term "current period" means the most recent year, or
period of less than one year, upon which the independent auditor
is reporting.) When the independent auditor reports on two or more
years, he should report on the consistency of the application of
accounting principles between such years and also on the consistency
of such years with the year prior thereto if such prior year is presented with the financial statements being reported upon.
Consistency Expression

.21 When the independent auditor is expressing an opinion
on the financial statements of a single year, the phrase "on a basis
consistent with that of the preceding year" is appropriate; however,
if the financial statements are for the initial accounting period of a
company, he should not refer to consistency because no previous
period exists with which to make a comparison. If the auditor's
report covers two or more years, language similar to "applied on a
consistent basis" should be used. In such cases, if the year preceding
the earliest year being reported upon is also presented, language
§ 420.21
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similar to "consistently applied during the period and on a basis consistent with that of the preceding year" should be used.

430
.01

Adequacy of Informative Disclosure
The third standard of reporting is:

Informative disclosures in the financial statements are to be
regarded as reasonably adequate unless otherwise stated in the
report.
.02 The fairness of presentation of financial statements in conformity with generally accepted accounting principles comprehends
the adequacy of disclosures involving material matters. These matters relate to the form, arrangement, and content of the financial
statements with their appended notes; the terminology used; the
amount of detail given; the classification of items in the statements;
the bases of amounts set forth, for example, with respect to such
assets as inventories and plants; liens on assets; dividend arrearages;
restrictions on dividends; contingent liabilities; and the existence
of affiliated or controlling interests and the nature and volume of
transactions with such interests. This enumeration is not intended
to be all inclusive but simply indicative of the nature and type of
disclosures necessary to make financial statements sufficiently informative.
.03 Verbosity should not be mistaken for adequate disclosure.
What constitutes a matter requiring disclosure is for the independent
auditor to decide in the exercise of his judgment in light of the circumstances and facts of which he is aware at that time. That later
events may give greater importance to matters which at the time
appeared to be of minor consequence does not, of itself, impugn
the soundness of his judgment. Foresight and hindsight cannot be
admitted to be of equal weight in passing upon conclusions reached
at the earlier time; hindsight should be eliminated from the factors
by which the soundness of past conclusions is judged.
.04 If matters which the independent auditor believes require
disclosure are omitted from the financial statements, the matters
should be included in his report and he should appropriately qualify
his opinion. (See section 545.)
.05

Disclosure should not be considered to require publicizing
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certain kinds of information that would be detrimental to the company or its stockholders. For example, the threat of a patent infringement suit might impel a conscientious management to set up
an ample reserve for possible loss, even though it would expect to
fight the issue vigorously. But publicity given to such a loss provision might inure to the harm of the company or its stockholders,
for courts have held that a reserve for patent infringement constituted an allocation of infringement profits (where ready determination otherwise was not feasible) notwithstanding a refusal on the
part of the company or its management to concede that such an
amount might be an equitable allotment of the profits in dispute.
.06 Somewhat related to the matter of disclosure is the matter
of information which the auditor receives in confidence akin to the
status of privileged communication. Without such confidence, the
auditor might at times find it difficult to obtain information necessary for him in the formulation of his opinion. If the information
received does not, in his judgment, require disclosure for the financial statements not to be misleading, this standard does not require
disclosure of such information. The matter of disclosure of events
occurring subsequent to the balance-sheet date is discussed in section 560.
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500
510
.01

The Fourth Standard
of Reporting

Expression of Opinion in the
Auditor's Report
The fourth standard of reporting is:

The report shall either contain an expression of opinion regarding
the financial statements, taken as a whole, or an assertion to the
effect that an opinion cannot be expressed. When an overall opinion
cannot be expressed, the reasons therefor should be stated. In all
cases where an auditor's name is associated with financial statements,
the report should contain a clear-cut indication of the character of
the auditor's examination, if any, and the degree of responsibility he
is taking.
.02 The objective of the fourth reporting standard is to prevent
misinterpretation of the degree of responsibility the independent
auditor is assuming whenever his name is associated with financial
statements. In considering the degree of responsibility he is assuming, the auditor must bear in mind that justification for the expression of his opinion, whether qualified or unqualified, rests on the
degree to which the scope of his examination conforms with generally accepted auditing standards.
.03 Although the fourth reporting standard states that "The
report shall either contain an expression of opinion regarding the
financial statements, taken as a whole, or an assertion to the effect
that an opinion cannot be expressed," this standard does not preclude the expression of separate opinions on financial position, results of operations, and changes in financial position. The independent auditor may express an unqualified opinion on one of the
financial statements and disclaim an opinion or express a qualified
or an adverse opinion on the others (see section 542.05).

511

Unqualified Opinion

.01 An unqualified opinion that financial statements present
fairly financial position, results of operations, and changes in finan§510.01
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cial position may be expressed only when the independent auditor
has formed the opinion, on the basis of an examination made in
accordance with generally accepted auditing standards, that the
presentation conforms with generally accepted accounting principles applied on a consistent basis and includes all informative
disclosures necessary to make the statements not misleading.
Short-Form Report
.02 The short-form report of the auditor is customarily used in
connection with the basic financial statements. The usual shortform report consists of a representation as to the work performed,
expressed in an opening or "scope" paragraph, and a representation
as to the independent auditor's conclusions usually in a closing or
"opinion" paragraph.
.03 Because of the weight which the independent auditor's
opinion carries with the investing and lending public and the responsibilities he assumes in expressing it, reasonable uniformity in
the manner of stating the opinion is important both to the auditor
and to those who rely on his findings.
.04 The following short form of independent auditor's report is
recommended:
We have examined the balance sheet of X Company as of
December 31, 19
, and the related statements of income and
retained earnings and changes in financial position for the year
then ended. Our examination was made in accordance with generally accepted auditing standards, and accordingly included such
tests of the accounting records and such other auditing procedures
as we considered necessary in the circumstances.
In our opinion, the aforementioned financial statements present
fairly the financial position of X Company at December 31, 19
,
and the results of its operations and the changes in its financial position for the year then ended, in conformity with generally accepted
accounting principles applied on a basis consistent with that of
the preceding year.
.05 The report should be addressed to the client, or to the
board of directors or the stockholders of the client if the appointment is made by them or if such address is preferred. Where the
appointment of the auditor is made by the directors and approved
by the stockholders, the report may well be addressed to both.
§511.05
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Qualified Opinion

.01 When a qualified opinion is intended by the independent
auditor, the opinion paragraph of the standard short-form report
should be modified in a way that makes clear the nature of the
qualification. It should refer specifically to the subject of the qualification and should give a clear explanation of the reasons for the
qualification and of the effect on financial position, results of operations, and changes in financial position, if reasonably determinable. Reference in the opinion paragraph to a note to the financial
statements or to a preceding paragraph in the report that describes
the circumstances is an acceptable method of clarifying the nature
of a qualification. However, a qualification based upon the scope
of the examination ordinarily should be covered entirely in the
independent auditor's report. When a qualification is so material
as to negate an expression of opinion on the financial statements taken
as a whole, either a disclaimer of opinion or an adverse opinion is
required.
.02 The use of phrases that include either "except" or "exception" in qualified opinions on financial statements is recommended.
However, in certain cases where the outcome of a matter is uncertain, the phrase "subject to" may be appropriate (see section
547). Phrases such as "with the foregoing explanation" are generally not clear or forceful enough for a qualification and should not
be used to qualify an opinion.
.03 Any modifying phrases in the standard short-form opinion
paragraph (or sentence) should be considered as qualifying the
opinion in some manner; however, reference to the report of other
independent auditors as the basis, in part, of the opinion is not
to be construed as a qualification but rather as an indication of
the divided responsibility for the performance of the work (see
section 543).

513

Adverse Opinion

.01 An adverse opinion is an opinion that the financial statements do not present fairly the financial position, results of operations, or changes in financial position in conformity with generally
accepted accounting principles.
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.02 An adverse opinion is required in any report where the
exceptions are so material that in the independent auditor's judgment a qualified opinion is not justified. In such circumstances a
disclaimer of opinion is not considered appropriate since the independent auditor has sufficient information to form an opinion that
the financial statements are not fairly presented in conformity with
generally accepted accounting principles. Whenever the independent auditor issues an adverse opinion, he should disclose all the
substantive reasons therefor, usually by referring to a middle paragraph of his report describing the circumstances (see section
544.01).

514

Disclaimer of Opinion

.01 When his examination has not produced sufficient competent evidential matter to form an opinion on the financial statements taken as a whole, the independent auditor should state in
his report that he is unable to express an opinion on such statements. The necessity of disclaiming an opinion may arise either
from a serious limitation on the scope of examination or from the
existence of unusual uncertainties concerning the amount of an
item or the outcome of a matter materially affecting financial
position, results of operations, or changes in financial position
causing the independent auditor not to be able to form an opinion
on the financial statements taken as a whole.
.02 With respect to significant scope limitations, he may recite
the procedures followed (in which case the standard short-form
scope paragraph should not be used) or the procedures omitted.
In either case, he should state clearly that the scope of examination was not adequate to warrant the expression of an opinion
on the financial statements taken as a whole.
.03 Whenever the independent auditor disclaims an opinion,
he should give all substantive reasons for doing so. For example,
when he disclaims an opinion because the scope of examination
was inadequate, he should also disclose any reservations or exceptions he may have regarding fairness of presentation in conformity
with generally accepted accounting principles.
§514.03
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Piecemeal Opinion

.01 A piecemeal opinion differs from a qualified opinion, In a
qualified opinion the auditor expresses his opinion on the statements taken as a whole, while at the same time clearly stating the
qualification which he believes does not negate his opinion on the
financial statements taken as a whole. In the case of a piecemeal
opinion, the auditor has concluded that he either must disclaim
an opinion or must express an adverse opinion on the statements
taken as a whole; however, he believes the circumstances, including the scope of his examination, justify his expression of an
opinion limited to certain items with which he is satisfied in the
financial statements.
.02 The independent auditor may issue a piecemeal opinion
only when, in his judgment, the scope of his examination and his
findings justify it (see paragraphs .03—.06) and it is accompanied
by a disclaimer of opinion or adverse opinion with respect to the
financial statements taken as a whole. However, a piecemeal
opinion should not be issued if the items with which he is satisfied in the financial statements are, in the aggregate, insignificant.
Moreover, the piecemeal opinion should not overshadow or appear
to contradict the disclaimer of opinion or adverse opinion; otherwise, it may result in a misleading inference regarding the auditor's
position as to the financial statements taken as a whole. Even if
the conditions in this paragraph are satisfied, there is no requirement that a piecemeal opinion be issued. The auditor in deciding
whether to issue a piecemeal opinion should consider all the
circumstances, including whether, in his judgment, a piecemeal
opinion will serve a useful purpose.
1

Scope of Examination

.03 The auditor should recognize that the expression of a piecemeal opinion with respect to specific items included in financial
statements usually requires a more extensive examination of such
items than would ordinarily be required if he were expressing an
opinion on the financial statements taken as a whole. Three basic
1

Whenever the independent auditor issues a disclaimer of opinion or an adverse
opinion, he should disclose all the substantive reasons for doing so (see sections 5 1 3 . 0 2 and 5 1 4 . 0 3 ) .
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factors influence the sufficiency and competence of evidence necessary to support a piecemeal opinion as to specific items in financial
statements:
a. Client-imposed restrictions on scope limit the auditor's freedom
to select procedures and examine evidence.
b. Many items within financial statements are interrelated.
c. The materiality threshold for financial statement items considered individually is ordinarily lower than for such items considered as components of financial statements taken as a whole.
.04 A piecemeal opinion should not be expressed if, as a result
of restrictions imposed by the client (such as not being permitted
to examine a sufficient number of subsidiaries of a parent company,
not being permitted to observe physical inventories, etc.), the
auditor is unable to examine evidence supporting financial statement items or is prevented from applying auditing procedures he
believes would be necessary to support an unqualified or qualified
opinion on the financial statements taken as a whole. Exceptions
to this general prohibition can be made only in the following special circumstances:
a. The report on the client's financial statements is intended solely
for the internal information of the client's management; the
auditor specifies in his report that its distribution is to be so
restricted; and the nature and source of the limitations on his
work are clearly described.
1

b. The report is issued pursuant to an agreement between a prospective buyer and seller of a business; the parties involved
agree to the limitations imposed on the auditor's work; the
auditor describes in the report the nature and source of such
limitations; and the auditor specifies in his report that its distribution is to be restricted to the parties involved.
In these special circumstances, the readers normally would be
fully aware of the nature and significance of the scope limitation

1

An example of such restrictive language is as follows: "This report is solely
for the internal information of the Company's management; it is not to be
referred to or presented to anyone outside the Company for any purpose
because of the restricted nature of our examination."
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and would be unlikely to misinterpret the disclaimer of opinion
and the piecemeal opinion.
.05 Many financial statement items are interrelated, for example,
sales and receivables, inventory and payables, and fixed assets and
depreciation. A piecemeal opinion on specific items can be expressed
only after the auditor is satisfied that the reservations, limitations,
or insufficiency of evidence which prevent the expression of an
opinion with respect to items to be excluded from the piecemeal
opinion do not materially affect, directly or indirectly, the items
on which the opinion is issued.
.06 For purposes of reporting on individual financial statement
items, the threshold of materiality is ordinarily lower since, rather
than being measured in relation to the statements taken as a whole,
the individual items stand alone, thus affording a smaller base.
Therefore, the auditor ordinarily should extend his auditing procedures because of such materiality considerations.
Expression of Piecemeal Opinion

.07 A piecemeal opinion should be carefully worded so as not
to contradict or overshadow the disclaimer of opinion or adverse
opinion with regard to the financial statements taken as a whole.
A piecemeal opinion should clearly indicate that no opinion on
financial position, results of operations, or changes in financial position is intended. The report should identify the specific accounts
covered by the piecemeal opinion, such as "cash, accounts receivable, and securities." In some cases, when there are only a few
accounts not covered by the piecemeal opinion, clear identification
may be accomplished by reference to the excluded accounts, such
as "assets other than accounts receivable." Use of broad phrases in
identifying the items on which an opinion is being given, such as
"in all other respects," could lead users of the report to believe that
the opinion applies to items other than those intended, and, consequently, use of such phrases should be avoided.
.08 When the auditor expresses a piecemeal opinion, the interrelationship of the accounts affected should be carefully considered. For example, when an opinion on financial statements is
disclaimed because the auditor has been unable to satisfy himself
as to the valuation of inventories, it would ordinarily be improper
for the auditor to express his piecemeal opinion upon "accounts
§515.05
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other than inventories." To do so would extend his opinion to
related items as to which audit satisfaction has not been obtained,
such as cost of sales, gross profit, income before income taxes,
income taxes, net income, accrued income taxes, and retained
earnings.
1

.09 The piecemeal opinion should also avoid any implication
that the accounts upon which an opinion is expressed present financial position, results of operations, or changes in financial position.
Reference should not be made to "financial position," "results of
operations," and "changes in financial position" within the piecemeal opinion portion of the report.
.10 If a piecemeal opinion is considered appropriate, it should
follow immediately after the disclaimer of opinion or adverse
opinion covering the financial statements. The piecemeal opinion
should be expressed either in the paragraph in which the disclaimer of opinion or adverse opinion appears or in an additional
paragraph. The following report is an example of wording that
might be used in a piecemeal opinion. This example is not intended to imply that in cases where there are uncertainties of the
kinds indicated that a disclaimer of opinion is necessarily required;
rather it is assumed that in this case the auditor has concluded
that a qualified opinion is not justified in the circumstances.
(Scope paragraph—standard wording)
(Middle paragraph)
Deferred development costs of $
relate to the development of computer programs and educational films and books. The
recovery of such costs is dependent on successful development of
these projects and the company's ability to sell the related products
profitably in the future. (See note X to the financial statements.)
Also, as indicated in note Y, the company is defendant in a legal
action wherein the plaintiffs are claiming damages of $
and
the company is counterclaiming $
against the plaintiffs. The
ultimate outcome of this litigation is uncertain.
(Opinion paragraph)
Because of the possible material effect of the uncertainties described in the preceding paragraph on financial position, results
of operations, and changes in financial position, we do not express
1

If the auditor is unable to satisfy himself as to the valuation of inventories
because of a restriction imposed by the client, a piecemeal opinion should not
be expressed except in the limited circumstances described in paragraph .04.
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an opinion on the financial statements taken as a whole. In our
opinion, however, the following items and the applicable changes
therein in the accompanying financial statements are presented
fairly at December 31, 19
, and for the year then ended, in conformity with generally accepted accounting principles applied on a
basis consistent with that of the preceding year: cash; trade accounts
receivable; inventories; property and equipment; notes payable to
banks; accounts payable; long-term debt; capital stock; sales; selling, general, and administrative expnses; and interest expense.

516

Unaudited Financial Statements

.01 A certified public accountant may be engaged to prepare,
or to assist his client in preparing, unaudited financial statements.
This type of engagement is an accounting service as distinguished
from an examination of financial statements in accordance with
generally accepted auditing standards. This accounting service,
which may include assistance in adjusting and closing the general
books, frequently is rendered as an adjunct to the preparation of
tax returns. Although the certified public accountant may have
prepared, or assisted in preparing, unaudited financial statements,
the statements are representations of management, and the fairness
of their representation is management's responsibility.
.02 Financial statements are unaudited if the certified public
accountant (a) has not applied any auditing procedures to them
or (b) has not applied auditing procedures which are sufficient
to permit him to express an opinion concerning them as described
in sections 511-515. The certified public accountant has no responsibility to apply any auditing procedures to unaudited financial statements.
.03 A certified public accountant is associated with unaudited
financial statements when he has consented to the use of his name
in a report, document, or written communication setting forth or
containing the statements. Further, when a certified public accountant submits to his client or others, with or without a covering
letter, unaudited financial statements which he has prepared or
assisted in preparing, he is deemed to be associated with such
statements. This association is deemed to exist even though the
certified public accountant does not append his name to the financial statements or uses "plain paper" rather than his own stationery.
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However, association does not arise if the accountant, as an accommodation to his client, merely types on "plain paper" or reproduces
unaudited financial statements so long as he has not prepared or
otherwise assisted in preparing the statements and so long as he
submits them only to his client.
.04 A disclaimer of opinion should accompany unaudited financial statements with which the certified public accountant is associated. The disclaimer of opinion is the means by which the certified public accountant clearly indicates the fact that he has not
audited the financial statements and accordingly does not express
an opinion on them. An example of such a disclaimer of opinion
is as follows:
The accompanying balance sheet of X Company as of December
31, 19 , and the related statements of income and retained earnings and changes in financial position for the year then ended were
not audited by us and accordingly we do not express an opinion on
them.
(Signature and date)
The disclaimer of opinion may accompany the unaudited financial statements, or it may be placed directly on them. In addition,
each page of the financial statements should be clearly and conspicuously marked as unaudited.
.05 A certified public accountant may be retained by his client
to perform routine bookkeeping services or to prepare financial
statements for the client's internal use only, possibly on a monthly
or quarterly basis. For such statements, it might not be necessary
to include all footnotes or other disclosures that might otherwise
be desirable. Under these circumstances, the accountant should
add to the disclaimer of opinion a sentence to the effect that
the financial statements are restricted to internal use by the client
and therefore do not necessarily include all disclosures that might
be required for a fair presentation in conformity with generally
accepted accounting principles.
.06 Because unaudited financial statements, by definition, have
not been audited by the certified public accountant, he cannot be
expected to have an opinion as to whether such statements have
been prepared in conformity with generally accepted accounting
principles. However, if the certified public accountant concludes
on the basis of facts known to him that unaudited financial state§516.06
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ments with which he may become associated are not in conformity
with generally accepted accounting principles, which include adequate disclosure, he should insist (except under the conditions
described in paragraph .05) upon appropriate revision; failing that,
he should set forth clearly his reservations in his disclaimer of
opinion. The disclaimer should refer specifically to the nature of
his reservations and to the effect, if known to him, on the financial
statements.
.07 If, under circumstances such as those described in paragraph
.06, the client will not agree to the appropriate revision or will not
accept the accountant's disclaimer of opinion with the reservations
clearly set forth, the accountant should refuse to be associated with
the financial statements and, if necessary, withdraw from the engagement. Further, a certified public accountant should refuse to
provide typing or reproduction services or to be associated in any
way with unaudited financial statements which, on the basis of facts
known to him, he concludes are false or intended to mislead.
.08 A certified public accountant may be associated with unaudited financial statements that purport to present financial position
and results of operations, but omit the related statement of changes
in financial position. In such a case, the accountant is not required
to prepare a statement of changes in financial position and include
it in his accompanying report. However:
a. When such statements are restricted to internal use by the client,
the accountant normally will conclude that the omission requires
him to add to his accompanying disclaimer of opinion, in addition to other required information, an indication that the statement of changes has been omitted.
b. When such statements are not so restricted, the accountant
normally will conclude that the omission requires him to add
to his accompanying disclaimer of opinion, in addition to other
information that may be required, an indication that such financial statements do not conform to generally accepted accounting
principles because the related statement of changes is not presented.
.09 Any auditing procedures that
connection with unaudited financial
not be described in the accountant's
the reader to believe that the financial
§516.07
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However, in connection with letters for underwriters (see section
630), or letters pursuant to agreements between a prospective buyer
and seller of a business, or in similar circumstances, it may be appropriate for an accountant to describe thelimitedprocedures applied
with respect to the unaudited financial statements. The accountant
should specify in such letters or reports that their distribution is to
be restricted solely to the parties involved.
.10 Normally the certified public accountant's name would not
appear in client-prepared reports setting forth unaudited financial
statements. If the accountant is aware that his name is to be included he should request (a) that his name not be included in the
report, or (b) that the financial statements be marked as unaudited
and that there be a notation that he does not express an opinion on
them. If the client does not comply, the accountant should advise
him that he has not consented to the use of his name.
.11 Published annual reports of companies customarily include
financial statements for the prior year for comparative purposes.
Section 535.01 states that where the independent auditor "has not
made an examination of the prior year's statements, there should be
appropriate disclosure in the statement or in the auditor's report."
If the prior year's statements have not been audited by anyone, they
should be clearly and conspicuously marked on each page as unaudited, or the auditor should insert in his report a disclaimer such
as the following:
We did not examine the financial statements for the year 19
and accordingly do not express an opinion on them.
If the prior year's statements are appropriately marked as unaudited,
the disclaimer above is not necessary because the report of the independent auditor limits his opinion to the current year's financial
statements. It should be noted that section 535.01 also states that
the auditor should make appropriate disclosure in his report where
he has significant exceptions or reservations as to the prior year's
statements.
.12 A similar situation exists in documents filed with the Securities and Exchange Commission, wherein financial statements covering a number of years and possibly interim periods may be required.
Under the rules and regulations of the Commission, certain of these
financial statements must be audited by independent public accountants, whereas others may be included in the filings without audit.
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In such cases, it is not necessary that a disclaimer of opinion accompany the unaudited financial statements. For a discussion of certain
responsibilities of accountants resulting from inclusion of their reports in documents filed with the Commission, see section 710.
.13 This section does not apply to tax returns and other data
prepared solely for submission to taxing authorities.

517

Reporting When a Certified Public
Accountant Is Not Independent

.01 The second general standard of generally accepted auditing
standards requires that "In all matters relating to the assignment, an
independence in mental attitude is to be maintained by the auditor
or auditors." The independent auditor must be without bias with
respect to the client under audit, since otherwise he would lack that
impartiality necessary for the dependability of his findings. (See
section 220.) When a certified public accountant who is not independent is associated with financial statements (as "associated" is
defined in section 516.03), any procedures he might perform would
not be in accordance with generally accepted auditing standards,
and accordingly he would be precluded from expressing an opinion
on such statements.
.02 Under these circumstances the accountant should disclaim
an opinion with respect to the financial statements and should state
specifically that he is not independent. However, the reason for lack
of independence should not be described; including the reason might
confuse the reader concerning the importance of the impairment of
independence. Whether or not the accountant is independent is
something he must decide as a matter of professional judgment.
.03 The recommended disclaimer of opinion, regardless of the
extent of services performed, is as follows:
We are not independent with respect to XYZ Company, and the
accompanying balance sheet as of December 31, 19
, and the
related statements of income and retained earnings and changes in
financial position for the year then ended were not audited by us;
accordingly, we do not express an opinion on them.
(Signature and date)
Each page of the financial statements should clearly and conspicu-
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ously be marked "Unaudited-see accompanying disclaimer of opinion," unless the disclaimer of opinion appears thereon.
.04 This type of disclaimer applies whenever the certified public
accountant is not independent, regardless of the extent of services
performed. Thus, it is applicable when the type of disclaimer illustrated in section 516 would otherwise apply.
.05 Any procedures that may have been performed by the accountant in connection with the financial statements should not be
described in his report; to do so might cause the reader to believe
that the financial statements have been audited.
.06 If the accountant concludes on the basis of facts known to
him that financial statements with which he is associated are not in
conformity with generally accepted accounting principles, which
include adequate disclosure, he should insist upon appropriate revision; failing that, he should set forth clearly his reservations in his
disclaimer of opinion. The disclaimer should refer specifically to the
nature of his reservations and to the effect, if known to him, on the
financial statements. If the client will not agree to the appropriate
revision or will not accept the accountant's disclaimer of opinion
with the reservations clearly set forth, the accountant should refuse
to be associated with the financial statements and, if necessary, withdraw from the engagement.

518

Negative Assurance

.01 Where the scope of the examination is limited by the omission of necessary auditing procedures, reports should not be issued
which temper the qualification or disclaimer of opinion by the inclusion of expressions similar to ". . . However, nothing came to our
attention which would indicate that these amounts (statements)
are not fairly presented (stated)."
.02 However, negative assurances are permissible in letters required by security underwriters in which the independent auditor
reports on limited procedures followed with respect to unaudited
financial statements or other financial data pertinent to a registration
statement filed with the Securities and Exchange Commission. (See
section 630, "Letters for Underwriters.")
.03

In situations involving special reports covering data which
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do not purport to present financial position, results of operations, or
changes in financial position, negative assurances may be given provided the procedures followed are appropriate and reasonable in the
circumstances and the scope of the examination is described in the
report (see section 620, "Special Reports").

530

Dating of the Independent
Auditor's Report

.01 Generally, the date of completion of the field work should
be used as the date of the independent auditor's report. Paragraph
.05 describes the procedure to be followed when a subsequent
event occurring after the completion of the field work is disclosed
in the financial statements.
.02 The auditor has no responsibility to make any inquiry or
carry out any auditing procedures for the period after the date of
his report. However, with respect to filings under the Securities
Act of 1933, reference should be made to section 710.08-.11.
1

Events Occurring After Completion of Field Work
But Before Issuance of Report
.03 In case a subsequent event of the type requiring adjustment of the financial statements (as discussed in section 560.03)
occurs after the date of the independent auditor's report but before its issuance, and the event comes to the attention of the
auditor, the financial statements should be adjusted or the auditor
should qualify his opinion. When the adjustment is made without
disclosure of the event, the report ordinarily should be dated in
accordance with paragraph .01. However, if the financial statements are adjusted and disclosure of the event is made, or if no
2

1

See section 561 regarding procedures to be followed by the auditor who,
subsequent to the date of his report upon audited financial statements, becomes aware that facts may have existed at that date which might have
affected his report had he then been aware of such facts.

2

In some cases, a disclaimer of opinion or an adverse opinion may be appropriate.
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1

adjustment is made and the auditor qualifies his opinion, the procedures set forth in paragraph .05 should be followed.
.04 In case a subsequent event of the type requiring disclosure
(as discussed in section 560.05) occurs after the date of the auditor's report but before issuance of his report, and the event comes
to the attention of the auditor, it should be disclosed in a note to
the financial statements or the auditor should qualify his opinion.
If disclosure of the event is made, either in a note or in the auditor's report, the auditor would date his report as set forth in the
following paragraph.

2

.05 The independent auditor has two methods available for
dating his report when a subsequent event disclosed in the financial statements occurs after completion of his field work but before
issuance of his report. He may use "dual dating," for example,
"February 16, 19
, except for Note
as to which the date is
March 1, 19
," or he may date his report as of the later date.
In the former instance, his responsibility for events occurring subsequent to the completion of his field work is limited to the specific event referred to in the note (or otherwise disclosed). In the
latter instance, the independent auditor's responsibility for subsequent events extends to the date of his report and, accordingly,
the procedures outlined in section 560.12 generally should be extended to that date.
Reissuance of the Independent
Auditor's Report
.06 An independent auditor may reissue his report on financial
statements contained in annual reports filed with the Securities and
Exchange Commission or other regulatory agencies or in a longform report subsequent to the date on which his report on the
financial statements included therein was first issued. An independent auditor may also be requested by his client to furnish
additional copies of a previously issued report. Use of the original
report date in a reissued report removes any implication that
records, transactions, or events after that date have been examined
1

Ibid.

2

Ibid.
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or reviewed. In such cases, the independent auditor has no responsibility to make further investigation or inquiry as to events
which may have occurred during the period between the original
report date and the date of the release of additional reports. However, see section 710.03 and section 710.08—.11 as to an auditor's
responsibility when his report is included in a registration statement filed under the Securities Act of 1933.
.07 In some cases, it may not be desirable for the independent
auditor to reissue his report in the circumstances described in
paragraph .06 because he has become aware of an event that
occurred subsequent to the date of his original report that requires
adjustment or disclosure in the financial statements. In such cases,
adjustment with disclosure or disclosure alone should be made as
described in section 560.08. The independent auditor should consider the effect of these matters on his opinion and he should date
his report in accordance with the procedures described in paragraph .05.
.08 However, if an event of the type requiring disclosure only
(as discussed in sections 560.05 and 560.08) occurs between the date
of the independent auditor's original report and the date of the
reissuance of such report, and if the event comes to the attention of
the independent auditor, the event may be disclosed in a separate
note to the financial statements captioned somewhat as follows:
Event (Unaudited) Subsequent to the Date of the
Report of Independent Auditor.
Under these circumstances, the report of the independent auditor
would carry the same date used in the original report.

535

Opinions on Prior Year's Statements

.01 Where financial statements for the prior year are presented
for comparative purposes, the independent auditor need not extend
his opinion to cover them; where he has not made an examination
of the prior year's statements, there should be appropriate disclosure in the statements or in the auditor's report. Where the
independent auditor presently has significant exceptions or reservations as to the prior year's statements, he should make appropriate disclosure in his report. Where he has made an examination
§ 530.07
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for the prior year, he may prefer to disclose this fact by an addition to the standard scope paragraph stating that he has previously
examined and reported on the prior year's statements.

540

Circumstances Which Require a Departure
From the Standard Short-Form Report

.01 The usual circumstances which may require the independent auditor to depart from the standard short-form report on financial statements are as follows:
a. The scope of his examination is limited or affected
(1) by restrictions imposed by the client,
(2) by other conditions which preclude the application of
auditing procedures considered necessary in the circumstances, or
(3) because part of the examination has been made by other
independent auditors.
1

b. The financial statements are not presented in conformity with
generally accepted accounting principles, which include adequate disclosure.
c. Accounting principles are not consistently applied.
d. Unusual uncertainties exist concerning future developments, the
effects of which cannot be reasonably estimated or otherwise
resolved satisfactorily.
These circumstances are described in greater detail in sections
541-547.

541

Restrictions Imposed by the Client

.01 Restrictions imposed by the client on the scope of the examination most commonly concern the omission of the observation
of inventory-taking or the confirmation of receivables by direct
communication. In such cases when inventories or receivables are
1

Reference to another auditor as a basis, in part, of his opinion, although
requiring explanatory language in the report, is not considered a qualification
of the principal auditor's report (see section 543.08).

§541.01

98

FOURTH STANDARD OF REPORTING

material, the independent auditor should indicate clearly in the
scope paragraph (or in a middle p a r a g r a p h ) the limitations on his
work and, generally, disclaim an opinion on the financial statements taken as a whole. An illustration follows:
(Scope paragraph)
. . . and such other auditing procedures as we considered necessary
in the circumstances, except that in accordance with your instructions we were not in attendance at the taking of the physical inventory as of November 30, 19
(Opinion paragraph)
Because the inventory at November 30, 19
, enters materially
into the determination of financial position, results of operations,
and changes in financial position, we do not express an opinion on
the aforementioned financial statements taken as a whole.
.02 W h e n a qualified opinion is expressed because the scope of
the examination was restricted, the qualification should relate to
the items in the statements on which an opinion cannot be expressed rather than to the restriction. For example, the report
may read:
(Scope paragraph)
We have examined the balance sheet of ABC, Inc., as of December 31, 19
, and the related statements of income and retained
earnings and changes in financial position for the year then ended.
Our examination was made in accordance with generally accepted
auditing standards, and accordingly included such tests of the
accounting records and such other auditing procedures as we considered necessary in the circumstances, except as stated in the following paragraph.
(Middle paragraph)
In accordance with the terms of our engagement, we did not
examine records supporting the company's investment in a foreign
company, stated at $
, as described in Note B to
the financial statements. Accordingly, we do not express an opinion
as to this investment.
(Opinion paragraph)
In our opinion, except for the effect of the matter referred to in
the preceding paragraph, the aforementioned financial statements
Note B: During the year the corporation acquired an eight percent interest in a foreign company. . . .
Such wording is preferable to "Except for the above-mentioned
limitation on the scope of our examination, in our opinion . . ."
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which bases the exception not on a possible material effect but on
the restriction. Uncertainties are present when limitations on the
scope of the examination have been imposed, but such uncertainties
are not of the nature and type which permit the use of "subject to"
in qualifying the opinion.

542

Other Conditions Which Preclude the
Application of Necessary Auditing Procedures

Receivables and Inventories
.01 If the independent auditor has been unable to apply the
customary auditing procedures of confirming receivables or observing inventories because it was impracticable or impossible to do
so but nevertheless has satisfied himself by means of other auditing
procedures, it is unlikely that disclosure of that fact in the auditor's report has any significance to the reader. Further, there is a
possibility that the disclosure may be misinterpreted by the reader
to be a qualification of the auditor's opinion.
1

2

.02 Therefore, if the independent auditor has been unable to
confirm receivables or observe the client's taking of physical inventories solely because it was impracticable or impossible to do so
but has satisfied himself as to receivables or inventories by means
of other auditing procedures, no comment need be made in his
report, although he may wish to disclose the circumstances of the
engagement and describe the other procedures. The auditor should
consider carefully his decision that confirmation of receivables or
observation of inventories is impracticable or impossible.
3

.03
by the
degree
clearly

When the independent auditor is unable to satisfy himself
application of other auditing procedures, depending on the
of materiality of the amounts involved, he should indicate
in the scope paragraph (or in a middle paragraph) the

1

In auditing, "impracticable" means not capable of being done with the available means or with reason or prudence.

2

As used in paragraphs .01 and .02, "other auditing procedures" with respect
to inventories requires observation or some physical counts as specified in
section 331.12.

3

Ibid.
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limitations on his work and either qualify his opinion on the financial statements taken as a whole or disclaim an opinion on them.
.04 T h e omission of confirmation of receivables and observation of inventories at the beginning of the year is not required to
be disclosed in situations where the independent auditor has satisfied himself by means of other auditing procedures. Nevertheless,
he may wish to disclose the circumstances of the engagement and
briefly describe the other procedures.
.05 If the independent auditor has not satisfied himself by
means of other auditing procedures with respect to opening inventories, he should either disclaim an opinion on the statement
of income or qualify his opinion thereon, depending on the degree
of materiality of the amounts involved. An illustration of such a
disclaimer follows:
(Scope paragraph)
We have examined the balance sheet of X Company as of September 30, 19 2, and the related statements of income and retained
earnings and changes in financial position for the year then ended.
Our examination was made in accordance with generally accepted
auditing standards, and accordingly included such tests of the
accounting records and such other auditing procedures as we considered necessary in the circumstances, except as stated in the following paragraph.
(Middle paragraph)
Because we were not engaged as auditors until after September
30, 19. 1, we were not present to observe the physical inventory
taken at that date and we have not satisfied ourselves by means of
other procedures concerning inventory quantities. The amount of
the inventory at September 30, 19 1, enters materially into the
determination of the results of operations and changes in financial
position for the year ended September 30, 19 2. Therefore, we
do not express an opinion on the accompanying statements of income
and retained earnings and changes in financial position for the year
ended September 30, 19 2.
(Opinion paragraph)
In our opinion, the accompanying balance sheet presents fairly
the financial position of X Company at September 30, 19 2, in conformity with generally accepted accounting principles applied on a
basis consistent with that of the preceding year.
1

1

It is assumed that the independent auditor has been able to satisfy himself as
to the consistency of application of generally accepted accounting principles
(see section 420 for a discussion of consistency).
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Long-Term Investments
.06 When the effects of accounting for long-term investments
are material in relation to financial position or results of operations
of the investor, the independent auditor is not in a position to express
an unqualified opinion on the investor's financial statements unless
he has obtained sufficient competent evidential matter in support of
the objectives described in section 332.02. There may be situations
where there is an effective limitation on the scope of the auditor's
examination because sufficient evidential matter is not available to
him. Examples of such scope limitations, generally with respect to
investments accounted for under the equity method, would be (a)
the auditor not being able to obtain audited financial statements of
an investee or to apply auditing procedures to unaudited financial
statements of an investee and (b) the auditor not being able to examine sufficient evidential matter relating to the elimination of unrealized profits and losses resulting from transactions between the
investor and the investee. In such situations, the auditor should
indicate in the scope paragraph of his report the limitations on his
work and, depending on materiality of the amounts involved, he
should either qualify his opinion or disclaim an opinion.

543

Part of Examination Made by Other
Independent Auditors

.01 Following are guidelines for reporting on financial statements
when the independent auditor (referred to herein as the principal
auditor) utilizes the work and reports of other independent auditors
who have examined the financial statements of one or more subsidiaries, divisions, branches, components, or investments included in the
financial statements presented.
Principal Auditor's Course of Action
.02 The auditor in this situation may have performed all but a
relatively minor portion of the work, or significant parts of the examination may have been performed by other auditors. In the latter
case, he must decide whether his own participation is sufficient to
enable him to serve as the principal auditor and to report as such
on the financial statements. In deciding this question, the auditor

§ 543.02

102

FOURTH STANDARD OF REPORTING

should consider, among other things, the materiality of the portion
of the financial statements he has examined in comparison with the
portion examined by other auditors, the extent of his knowledge of
the overall financial statements, and the importance of the components he examined in relation to the enterprise as a whole.
1

.03 If the auditor decides that it is appropriate for him to serve
as the principal auditor, he must then decide whether to make reference in his report to the examination made by another auditor. If
the principal auditor decides to assume responsibility for the work
of the other auditor insofar as that work relates to the principal
auditor's expression of an opinion on the financial statements taken
as a whole, no reference should be made to the other auditor's examination. On the other hand, if the principal auditor decides not to
assume that responsibility, his report should make reference to the
examination of the other auditor and should indicate clearly the division of responsibility between himself and the other auditor in
expressing his opinion on the financial statements. Regardless of the
principal auditor's decision, the other auditor remains responsible
for the performance of his own work and for his own report.
2

Decision Not to Make Reference
.04 If the principal auditor is able to satisfy himself as to the
independence and professional reputation of the other auditor (see
paragraph .10) and takes steps he considers appropriate to satisfy
himself as to the other auditor's examination (see paragraph .12),
he may be able to express an opinion on the financial statements
taken as a whole without making reference in his report to the examination of the other auditor. If the principal auditor decides to take
this position, he should not state in his report that part of the examination was made by another auditor because to do so may cause a
reader to misinterpret the degree of responsibility being assumed.
1

Nothing in this section should be construed to require or imply that an auditor
in deciding whether he may properly serve as principal auditor, without himself auditing particular subsidiaries, divisions, branches, components, or investments of his client, should make that decision on any basis other than his
judgment regarding the professional considerations as discussed in paragraphs
.02 and .10.

2

See paragraph .09 for example of appropriate reporting when reference is
made to the examination of other auditors.
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.05 Ordinarily, the principal auditor would be able to adopt this
position when:
a. Part of the examination is made by another independent auditor
which is an associated or correspondent firm and whose work is
acceptable to the principal auditor based on his knowledge of
the professional standards and competence of that firm; or
b. The other auditor was retained by the principal auditor and the
work was performed under the principal auditor's guidance and
control; or
c. The principal auditor, whether or not he selected the other auditor, nevertheless takes steps he considers necessary to satisfy
himself as to the other auditor's examination and accordingly is
satisfied as to the reasonableness of the accounts for the purpose
of inclusion in the financial statements on which he is expressing
his opinion; or
d. The portion of the financial statements examined by the other
auditor is not material to the financial statements covered by the
principal auditor's opinion.
Decision to Make Reference
.06 On the other hand, the principal auditor may decide to make
reference to the examination of the other auditor when he expresses
his opinion on the financial statements. In some situations, it may
be impracticable for the principal auditor to review the other auditor's work or to use other procedures which in the judgment of the
principal auditor would be necessary for him to satisfy himself as to
the other auditor's examination. Also, if the financial statements of
a component examined by another auditor are material in relation to
the total, the principal auditor may decide, regardless of any other
considerations, to make reference in his report to the examination
of the other auditor.
.07 When the principal auditor decides that he will make reference to the examination of the other auditor, his report should indicate clearly, in both the scope and opinion paragraphs, the division
of responsibility as between that portion of the financial statements
covered by his own examination and that covered by the examination
of the other auditor. The report should disclose the magnitude of the
portion of the financial statements examined by the other auditor.
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This may be done by stating the dollar amounts or percentages of
one or more of the following: total assets, total revenues, or other
appropriate criteria, whichever most clearly reveals the portion of
the financial statements examined by the other auditor. T h e other
auditor may be named b u t only with his express permission a n d
provided his report is presented together with that of the principal
auditor.
1

.08 Reference in the report of the principal auditor to the fact
that part of the examination was made by another auditor is not to
be construed as a qualification of the opinion but rather as an
indication of the divided responsibility between the auditors w h o
conducted the examinations of various components of the overall
financial statements; in addition, it should be understood that an
auditor's report which makes reference to the report of another auditor is not to be construed as being inferior in professional standing
to a report in which no such reference is made.
.09 An example of appropriate reporting by the principal auditor
indicating the division of responsibility when he makes reference to
the examination of the other auditor follows:
We have examined the consolidated balance sheet of X Company
and subsidiaries as of December 31, 19
, and the related consolidated statements of income and retained earnings and changes
in financial position for the year then ended. Our examination was
made in accordance with generally accepted auditing standards
and accordingly included such tests of the accounting records and
such other auditing procedures as we considered necessary in the
circumstances. We did not examine the financial statements of
B Company, a consolidated subsidiary, which statements reflect
total assets and revenues constituting 20 percent and 22 percent,
respectively, of the related consolidated totals. These statements
were examined by other auditors whose report thereon has been furnished to us, and our opinion expressed herein, insofar as it relates
to the amounts included for B Company, is based solely upon the
report of the other auditors.
In our opinion, based upon our examination and the report of
other auditors, the accompanying consolidated balance sheet and
consolidated statements of income and retained earnings and
changes in financial position present fairly . . .
W h e n two or more auditors in addition to the principal auditor par1

As to filings with the Securities and Exchange Commission, see Rule 2-05 of
Regulation S-X.
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ticipate in the examination, the percentages covered by the other
auditors may be stated in the aggregate.

Procedures Applicable to Both Methods of Reporting
.10 Whether or not the principal auditor decides to make reference to the examination of the other auditor, he should make inquiries concerning the professional reputation and independence of
the other auditor. He also should adopt appropriate measures to assure the coordination of his activities with those of the other auditor
in order to achieve a proper review of matters affecting the consolidating or combining of accounts in the financial statements. These
inquiries and other measures may include procedures such as the
following:
a. Make inquiries as to the professional reputation and standing of
the other auditor to one or more of the following:
(i) The American Institute of Certified Public Accountants, the
applicable state society of certified public accountants
and/or the local chapter, or in the case of a foreign auditor,
his corresponding professional organization.
(ii) Other practitioners.
(iii) Bankers and other credit grantors.
(iv) Other appropriate sources.
b. Obtain a representation from the other auditor that he is independent under the requirements of the American Institute of
Certified Public Accountants and, if appropriate, the requirements of the Securities and Exchange Commission.
c. Ascertain through communication with the other auditor:
(i) That he is aware that the financial statements of the component which he is to examine are to be included in the
financial statements on which the principal auditor will report and that the other auditor's report thereon will be
relied upon (and, where applicable, referred to) by the
principal auditor.
(ii) That he is familiar with accounting principles generally accepted in the United States and with the generally accepted
auditing standards promulgated by the American Institute
§543.10
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of Certified Public Accountants and will conduct his examination and will report in accordance therewith.
(iii) That he has knowledge of the relevant financial reporting
requirements for statements and schedules to be filed with
regulatory agencies such as the Securities and Exchange
Commission, if appropriate.
(iv) That a review will be made of matters affecting elimination
of intercompany transactions and accounts and, if appropriate in the circumstances, the uniformity of accounting
practices among the components included in the financial
statements.
(Inquiries as to matters under a, and c (ii) and (iii) ordinarily
would be unnecessary if the principal auditor already knows the
professional reputation and standing of the other auditor and if
the other auditor's primary place of practice is in the United
States.)
.11 If the results of inquiries and procedures by the principal
auditor with respect to matters described in paragraph .10 lead him
to the conclusion that he can neither assume responsibility for the
work of the other auditor insofar as that work relates to the principal
auditor's expression of an opinion on the financial statements taken
as a whole, nor report in the manner set forth in paragraph .09, he
should appropriately qualify his opinion or disclaim an opinion on
the financial statements taken as a whole. His reasons therefor should
be stated, and the magnitude of the portion of the financial statements to which his qualification extends should be disclosed.
Additional Procedures Under Decision
Not to Make Reference
.12 When the principal auditor decides not to make reference to
the examination of the other auditor, in addition to satisfying himself
as to the matters described in paragraph .10, he should also consider
whether to perform one or more of the following procedures:
a. Visit the other auditor and discuss the audit procedures followed and results thereof.
b. Review the audit programs of the other auditor. In some cases,
it may be appropriate to issue instructions to the other auditor
as to the scope of his audit work.
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c. Review the working papers of the other auditor, including his
evaluation of internal control and his conclusions as to other
significant aspects of the engagement.
.13 In some circumstances the principal auditor may consider it
appropriate to participate in discussions regarding the accounts with
management personnel of the component whose financial statements
are being examined by other auditors and/or to make supplemental
tests of such accounts. The determination of the extent of additional
procedures, if any, to be applied rests with the principal auditor
alone in the exercise of his professional judgment and in no way constitutes a reflection on the adequacy of the other auditor's work.
Because the principal auditor in this case assumes responsibility for
his opinion on the financial statements on which he is reporting without making reference to the other auditor's examination, his judgment must govern as to the extent of procedures to be undertaken.
Long-Term Investments
.14 With respect to investments accounted for under the equity
method, the auditor who uses another auditor's report for the purpose of reporting on the investor's equity in underlying net assets
and its share of earnings or losses and other transactions of the
investee is in the position of a principal auditor using the work
and reports of other auditors. Under these circumstances, the auditor may decide that it would be appropriate to refer to the other
auditor's examination in his report on the financial statements of
the investor. (See paragraphs .06-.11.) When the work and reports of other auditors constitute a major element of evidence with
respect to investments accounted for under the cost method, the
auditor may be in a position analogous to that of a principal
auditor.
Qualifications in Other Auditor's Report
.15 If the opinion of the other auditor is qualified, the principal auditor should decide whether the subject of the qualification is of such nature and significance in relation to the financial
statements on which the principal auditor is reporting that it would
require qualification of his own report. If the subject of the qualification is not material in relation to such financial statements and
the other auditor's report is not presented, the principal auditor
§543.15
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need not make reference in his report to the qualification; if the
other auditor's report is presented, the principal auditor may wish
to make reference to such qualification and its disposition.
Restated Financial Statements of Prior
Years Following a Pooling of Interests
.16 Following a pooling-of-interests transaction, an auditor may
be asked to report on restated financial statements for one or more
prior years when other auditors have examined one or more of
the entities included in such financial statements. In some of these
situations the auditor may decide that he has not examined a
sufficient portion of the financial statements for such prior year or
years to enable him to serve as principal auditor (see paragraph
.02). Also, in such cases, it often is not possible or it may not be
appropriate or necessary for the auditor to satisfy himself with
respect to the restated financial statements. In these circumstances
it may be appropriate for him to express his opinion solely with
respect to the compilation of such statements; however, no opinion
should be expressed unless the auditor has examined the statements of at least one of the entities included in the restatement
for at least the latest period presented. The following is an illustration of appropriate reporting on compilation which can be presented in an additional paragraph of the auditor's report following
the standard scope and opinion paragraphs covering the consolidated financial statements for the current year:
We previously examined and reported upon the consolidated
statements of income and changes in financial position of XYZ Company and subsidiaries for the year ended December 31, 19 .... , prior
to their restatement for the 19
pooling of interests. The contribution of XYZ Company and subsidiaries to revenues and net income
represented
percent and
percent of the respective restated totals. Separate financial statements of the other companies
included in the 19
restated consolidated statements of income
and changes in financial position were examined and reported upon
separately by other auditors. We also have reviewed, as to compilation only, the accompanying consolidated statements of income and
changes in financial position for the year ended December 31, 19 ... ,
after restatement for the 19
pooling of interests; in our opinion,
such consolidated statements have been properly compiled on the
basis described in Note A of notes to consolidated financial statements.
.17

In reporting on the compilation of restated financial state-
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ments as described in the preceding paragraph, the auditor does
not assume responsibility for the work of other auditors nor the
responsibility for expressing an opinion on the restated financial
statements taken as a whole. His review is directed toward procedures which will enable him to express an opinion only as to
proper compilation. These procedures include checking the compilation for mathematical accuracy and for conformity of the compilation methods with generally accepted accounting principles.
For example, the auditor should review and make inquiries regarding such matters as the following:
a. Elimination of intercompany transactions and accounts.
b. Combining adjustments and reclassifications.
c. Adjustments to treat like items in a comparable manner, if
appropriate.
d. The manner and extent of presentation of disclosure matters in
the restated financial statements and notes thereto.
The auditor should also consider the application of procedures contained in paragraph .10.
Predecessor Auditor
.18 When one auditor succeeds another, the successor auditor
must establish the basis for expressing his opinion on the financial
statements for the first year he examines and on the consistency
of the application of accounting principles in that year as compared with the preceding year. This may be done by applying
appropriate auditing procedures to the account balances at the
beginning of the period under examination. The scope of this work
may be reduced by consultation with the predecessor auditor and
review of the predecessor auditor's working papers. In such cases,
it is customary for the predecessor auditor, as a matter of professional courtesy, to make himself available to the successor auditor
for consultation and to make his working papers available for
review. However, in reporting on his examination, the successor
auditor should not make reference to the report or work of the
predecessor auditor as the basis in part for his own opinion. If
1

1

This is not intended to preclude the auditor from stating that the financial
statements for the prior year were examined by other auditors when those
statements are presented for comparative purposes. (See section 535.)
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the successor auditor is unable to obtain satisfaction as to the
opening balances insofar as they affect the financial statements
for the period on which he is reporting, he should appropriately
qualify his opinion or disclaim an opinion and state his reasons
for doing so.

544

Lack of Conformity With Generally
Accepted Accounting Principles

.01 Whenever financial statements depart materially from generally accepted accounting principles, the issuance of a qualified
opinion or an adverse opinion is required by the first reporting
standard. Thus, when the independent auditor believes the presentation of a material item to b e at variance with generally
accepted accounting principles, he should qualify his opinion or,
if he regards the effect of such variance as sufficiently material,
express an adverse opinion. T h e basis for the qualified or adverse
opinion should be clearly stated. Illustrations follow:
1

(Middle paragraph)
Although the proceeds of sales are collectible on the installment
basis, revenue from such sales is recorded in full by the Company
at time of sale. However, for income tax purposes, income is reported only as collections are received and no provision has been
made for income taxes on installments to be collected in the future,
as required by generally accepted accounting principles. If such
provisions had been made, net income for 19
and retained earnings as of December 31, 19
, would have been reduced by approximately $
and $
, respectively, and the balance sheet
would have included deferred income taxes of approximately $
, and current liabilities would have been increased and working
capital would have been reduced by the same amount.
(Opinion paragraph)
Qualified opinion
In our opinion, except that provision has not been made for
additional income taxes as described in the preceding paragraph,
the aforementioned financial statements present fairly. . . .
See October 1964 Special Bulletin adopted by the Council of the American
Institute of Certified Public Accountants entitled "Disclosure of Departures
from Opinions of the Accounting Principles Board."
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Adverse opinion
Because of the materiality of the amounts of omitted income
taxes as described in the preceding paragraph, we are of the opinion
that the aforementioned financial statements do not present fairly
the financial position of X Company at December 31, 19 , or the
results of its operations or the changes in its financial position for
the year then ended in conformity with generally accepted accounting principles.

Regulated Companies
.02 The basic postulates and broad principles of accounting
comprehended in the term "generally accepted accounting principles" which pertain to business enterprises in general apply also
to companies whose accounting practices are prescribed by governmental regulatory authorities or commissions. (Such companies
include public utilities, common carriers, insurance companies,
financial institutions, and the like.) Accordingly, the first reporting
standard is equally applicable to opinions on financial statements
of such regulated companies presented for purposes other than
filings with their respective supervisory agencies; and material
variances from generally accepted accounting principles, and their
effects, should be dealt with in the independent auditor's report in
the same manner followed for companies which are not regulated.
Ordinarily, this will require either a qualified or an adverse opinion
on such statements. However, an adverse opinion may be accompanied by a piecemeal opinion on the unaffected items in the
statements or on any supplementary data furnished which are
fairly presented in conformity with generally accepted accounting
principles.
.03 It should be recognized, however, that appropriate differences exist with respect to the application of generally accepted
accounting principles as between regulated and nonregulated businesses because of the effect in regulated businesses of the ratemaking process, a phenomenon not present in nonregulated businesses. Such differences usually concern mainly the time at which
various items enter into the determination of net income in accordance with the principle of matching costs and revenues. It should
also be recognized that accounting requirements not directly related
to the rate-making process commonly are imposed on regulated
businesses and that the imposition of such accounting requirements
§ 544.03
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does not necessarily mean that they conform with generally accepted accounting principles.
.04 In instances where the financial statements of regulated
companies purport to be primarily presentations in accordance with
prescribed accounting regulations, the independent auditor may also
be asked to report upon their fair presentation in conformity with
such prescribed accounting. There is no objection to the independent auditor's report containing such an opinion provided that
the first standard of reporting is also observed by the issuance of
a qualified or adverse opinion, as required by the circumstances.

545

Inadequate Disclosure

.01 Information essential for a fair presentation in conformity
with generally accepted accounting principles should be set forth
in the financial statements (which include the related notes).
When such information is set forth elsewhere in a report to shareholders, or in a prospectus, proxy statement, or other similar report,
it should be referred to in the financial statements. When the client
declines to disclose essential data or to incorporate it by reference
in the notes, the independent auditor should provide the necessary
supplemental information in his report, usually in a middle paragraph, and appropriately qualify his opinion.
.02 An illustration of appropriate wording in such instances
follows:
(Middle paragraph)
On January 15, 19...2, the company issued debentures in the
amount of $
for the purpose of financing plant expansion.
The debenture agreement restricts the payment of future cash dividends to earnings after December 31, 19...1.
(Opinion paragraph)
In our opinion, except for the omission of the information in the
preceding paragraph, the aforementioned financial statements present fairly . . .
.03 There may be instances where the independent auditor may
wish to include in his report additional explanatory matter (which
is not required for adequate disclosure) to highlight certain circumstances or to aid in the interpretation of the financial state§ 544.04
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ments. Since such additional disclosure is not intended to qualify
the scope of examination or the opinion on the statements, no reference thereto should be made in the opinion paragraph of the
independent auditor's report.
Omission of Statement of Changes in Financial Position
.04 If an entity issues financial statements that purport to present financial position and results of operations but omits the related statement of changes in financial position, and if the omission
is not sanctioned by Opinion No. 19 of the Accounting Principles
Board, the omission should be treated in accordance with the provisions of the Special Bulletin of the American Institute of Certified
Public Accountants issued in October 1964 relating to disclosures
of departures from Opinions of the Accounting Principles Board.
Accordingly, the auditor normally will conclude that the omission
requires qualification of his opinion.
.05 An entity's failure to disclose required information normally
results in the auditor including that information in his report.
Although this procedure is appropriate with respect to specific disclosures relating to financial statements that are presented, it is not
appropriate to require the auditor to prepare a basic financial statement (a statement of changes in financial position for one or more
years) and include it in his report when the client's management has
declined to present such a statement. Accordingly, in these cases
the auditor should qualify his report, ordinarily in the following
manner:

1

We have examined the balance sheet of X Company as of December 31, 19 , and the related statements of income and retained
earnings for the year then ended. Our examination was made in
accordance with generally accepted auditing standards, and accordingly included such tests of the accounting records and such other
auditing procedures as we considered necessary in the circumstances.
The company declined to present a statement of changes in financial position for the year ended December 31, 19 . Presentation
of such statement summarizing the company's financing and investing activities and other changes in its financial position is required
by Opinion No. 19 of the Accounting Principles Board.
In our opinion, except that the omission of a statement of changes
in financial position results in an incomplete presentation as ex1

See section 4 3 0 . 0 4 .
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plained in the preceding paragraph, the aforementioned financial
statements present fairly the financial position of X Company at
December 31, 19 , and the results of its operations for the year
then ended, in conformity with generally accepted accounting principles applied on a basis consistent with that of the preceding year.

546

Reporting on Inconsistency

Change in Accounting Principle
.01 When there is a change in accounting principle, the independent auditor should modify his opinion as to consistency, indicating the nature of the change. The auditor's concurrence with a
change is implicit unless he takes exception to the change in expressing his opinion as to fair presentation of the financial statements in
conformity with generally accepted accounting principles. Nevertheless, in order to be more informative the auditor should make his
concurrence explicit (unless the change is the correction of an error)
using the expression "with which we concur." The form of modification of the opinion depends on the method of accounting for the
effect of the change, as explained in paragraphs .02 and .03.
1

.02 If there has been a change in accounting principle which
should be reported by restating the financial statements of prior
years, the appropriate reference to consistency is that the statements are consistent after giving retroactive effect to the change.
Illustrations of appropriate reporting follow:
2

(Opinion paragraph covering one year)
. . . applied on a basis consistent with that of the preceding year
after giving retroactive effect to the change, with which we concur,
in the method of accounting for long-term construction contracts as
described in Note X to the financial statements.
(Opinion paragraph covering two years)
. . . applied on a consistent basis after restatement for the change,
1

2

§

With respect to the method of accounting for the effect of a change in
accounting principle, see Accounting Principles Board Opinion No. 20, including paragraph 4, which states that methods of accounting for changes in
principles have been and will be specified in pronouncements other than
Opinion No. 20.
With respect to reporting on financial statements after a pooling of interests,
see paragraphs .12 and .13 and section 543.16-.17.
546.01

REPORTING ON INCONSISTENCY

115

with which we concur, in the method of accounting for long-term
construction contracts as described in Note X to the financial statements.
The auditor's report need not refer to a change in accounting principle and restatement m a d e in conformity with generally accepted
accounting principles if the statements for the year of change are
reported upon together with the financial statements for a year subsequent to the year of change.
.03 If there has been a change in accounting principle which
should be reported by means other than by restating the financial
statements of prior years and the independent auditor is reporting
only on the year during which the change was made, his report
should state that accounting principles have been consistently applied except for the change. An example of such reporting follows:
(Opinion paragraph)
. . . in conformity with generally accepted accounting principles
which, except for the change, with which we concur, in the method
of computing depreciation as described in Note X to the financial
statements, have been applied on a basis consistent with that of the
preceding year.
If the independent auditor is reporting on two or more years when
reporting on a subsequent year's financial statements, he should make
appropriate reference to the change as long as the year of change is
included in the years being reported upon. If the year of change was
other than the earliest year being reported upon, the following example would be an appropriate form of reporting:
(Opinion paragraph)
. . . in conformity with generally accepted accounting principles
consistently applied during the period except for the change, with
which we concur, in the method of computing depreciation as described in Note X to the financial statements.
If the year of change is the earliest year being reported upon, there
is no inconsistency in the application of accounting principles during
the period subsequent to the change, but the auditor should make
reference to the change having been made in such year. Following
is an example of appropriate reporting:
(Opinion paragraph)
. . . in conformity with generally accepted accounting principles
consistently applied during the period subsequent to the change,
with which we concur, made as of January 1, 19 , in the method
§ 546.03
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of computing depreciation as described in Note X to the financial
statements.
A change in accounting principle made at the beginning of the year
preceding the earliest year being reported upon by the auditor does
not result in an inconsistency between such preceding year and later
years. In reporting on consistency of a later year with such preceding
year, reference to a change is not necessary.
Reporting on Changes in Accounting Principle That
Are Not in Conformity With Generally Accepted
Accounting Principles
.04 The auditor should evaluate a change in accounting principle
to satisfy himself that (a) the newly adopted accounting principle
is a generally accepted accounting principle, (b) the method of
accounting for the effect of the change is in conformity with generally accepted accounting principles, and (c) management's justification for the change is reasonable. If a change in accounting principle does not meet these conditions, the auditor's report should so
indicate and his opinion should be appropriately qualified as discussed in paragraphs .05 through .11.
1

Reporting in the Year of Change

.05 If a newly adopted accounting principle is not a generally
accepted accounting principle or the method of accounting for the
effect of the change is not in conformity with generally accepted
accounting principles, the auditor should express a qualified opinion
or, if the effect of the change is sufficiently material, the auditor
should express an adverse opinion on the financial statements taken
as a whole due to a lack of conformity with generally accepted accounting principles. If a qualified opinion is expressed, the qualification would relate both to conformity with generally accepted accounting principles and to the consistency of application. When
expressing an adverse opinion in such circumstances, no reference
to consistency need be made because the financial statements are not
1

A c c o u n t i n g Principles Board Opinion No. 20, paragraph 16, states: "The
presumption that an entity should not change an accounting principle may be
overcome only if the enterprise justifies the use of an alternative acceptable
accounting principle on the basis that it is preferable." The requirement for
justification is applicable to years beginning after July 31, 1971.
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presented in conformity with generally accepted accounting principles. Following is an illustration of reporting where the newly
adopted accounting principle is not a generally accepted accounting
principle:
1

(Middle paragraph)
The company previously recorded its land at cost but adjusted
the amounts to appraised values during the year, with a corresponding increase in stockholders' equity in the amount of $
. In our
opinion, the new basis on which land is recorded is not in conformity
with generally accepted accounting principles.
(Opinion paragraph)
In our opinion, except for the change to recording appraised
values as described above, the aforementioned financial statements
present fairly the financial position of X Company at December 31,
19
, and the results of its operations and changes in its financial
position for the year then ended, in conformity with generally
accepted accounting principles applied on a basis consistent with
that of the preceding year.
.06 If management has not provided reasonable justification for
a change in accounting principles, the independent auditor should
express an exception to the change having been made without reasonable justification. Such qualification would relate both to conformity with generally accepted accounting principles and to the
consistency of application. An example follows:
(Middle paragraph)
As disclosed in Note X to the financial statements, the company
has adopted (description of newly adopted method), whereas it
previously used (description of previous method). Although use
of the (description of newly adopted method) is in conformity with
generally accepted accounting principles, in our opinion the company has not provided reasonable justification for making a change
as required by Opinion No. 20 of the Accounting Principles Board.
(Opinion paragraph)
In our opinion, except for the change in accounting principles as
stated above, the aforementioned financial statements present fairly
the financial position of X Company at December 31, 19
, and the
1

Footnote disclosure of an inconsistency in accounting principles unrelated to
the reason for an adverse opinion is required even though the independent
auditor does not refer to the inconsistency in his report. If such an inconsistency is not disclosed, the independent auditor should also qualify his
report for this lack of disclosure. (See section 430.04.)
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results of its operations and changes in its financial position for the
year then ended, in conformity with generally accepted accounting
principles applied on a basis consistent with that of the preceding
year.
Reporting in Subsequent Years

.07 Whenever an accounting change results in an independent
auditor expressing a qualified or adverse opinion on the conformity
of financial statements with generally accepted accounting principles
for the year of change, he should consider the possible effects of that
change when reporting on the entity's financial statements for subsequent years, as discussed in paragraphs .08—.11.
.08 If the financial statements for the year of such change are
presented with a subsequent year's financial statements, the auditors
report should disclose his reservations with respect to the statements
for the year of change.
.09 If an entity has adopted an accounting principle which is
not a generally accepted accounting principle, its continued use may
have a material effect on the statements of a subsequent year on
which the auditor is reporting. In this situation, the independent
auditor should express either a qualified or an adverse opinion, depending upon the materiality of the departure in relation to the
statements of the subsequent year.
.10 If an entity accounts for the effect of a change prospectively
when generally accepted accounting principles require restatement
or the inclusion of the cumulative effect of the change in the year
of change, a subsequent year's financial statements could improperly
include a charge or credit which is material to those statements.
This situation also requires that the auditor express a qualified or an
adverse opinion.
.11 If management has not provided reasonable justification for
a change in accounting principles, the auditor's opinion should express an exception to the change having been made without reasonable justification, as previously indicated. In addition, the auditor
should continue to express his exception with respect to the financial
statements for the year of change as long as they are presented.
However, the auditor's exception relates to the accounting change
and does not affect the status of a newly adopted principle as a gen§ 546.07

REPORTS FOLLOWING A POOLING OF INTERESTS

119

erally accepted accounting principle. Accordingly, while expressing
an exception for the year of change, the independent auditor's opinion regarding the subsequent years' statements need not express an
exception to use of the newly adopted principle.

Reports Following a Pooling of Interests
.12 When companies have merged or combined in accordance
with the accounting concept known as a "pooling of interests," appropriate effect of the pooling should be given in the presentation of
financial position, results of operations, changes in financial position,
and other historical financial data of the continuing business for the
year in which the combination is consummated and, in comparative
financial statements, for years prior to the year of pooling, as described in Accounting Principles Board Opinion No. 16, "Business
Combinations." If prior year financial statements, presented in comparison with current year financial statements, are not restated to
give appropriate recognition to a pooling of interests, the comparative financial statements are not presented on a consistent basis. In
this case, the inconsistency arises not from a change in the application of an accounting principle in the current year, but from the lack
of such application to prior years. Such inconsistency would require
a qualification in the independent auditor's report. In addition, failure to give appropriate recognition to the pooling in comparative
financial statements is a departure from an Opinion of the Accounting Principles Board. Therefore, the auditor must also give appropriate consideration to the provisions of the Special Bulletin of the
American Institute of Certified Public Accountants issued in October
1964 relating to disclosures of departures from Opinions of the Accounting Principles Board.
.13 When single-year statements only are presented for the year
in which a combination is consummated, a note to the financial
statements should adequately disclose the pooling transaction and
state the revenues, extraordinary items, and net income of the constituent companies for the preceding year on a combined basis. In
such instances, the disclosure and consistency standards are met.
Omission of disclosure of the pooling transaction and its effect on
the preceding year would require qualifications as to the lack of
disclosure and consistency in the independent auditor's report.
§546.13
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First Examinations
.14 W h e n the independent auditor has not examined the financial statements of a company for the preceding year, h e should adopt
procedures that are practicable and reasonable in the circumstances
to assure himself that the accounting principles employed are consistent between the current and the preceding year. W h e r e a d e q u a t e
records have been maintained by the client, it is usually practicable
and reasonable to extend auditing procedures sufficiently to give an
opinion as to consistency.
.15 Inadequate financial records or limitations imposed by the
client may preclude the independent auditor from forming an opinion as to the consistent application of accounting principles between
the current and the prior year, as well as to the amounts of assets or
liabilities at the beginning of the current year. W h e r e such amounts
could materially affect current operating results, the independent
auditor would also be unable to express an opinion on the current
year's results of operations and changes in financial position. Following is an example of reporting where the records are inadequate:
(Scope paragraph)
. . . and such other auditing procedures as we considered necessary in the circumstances, except as indicated in the following
paragraph.
(Middle paragraph)
Because of major inadequacies in the Company's accounting records for the previous year, it was not practicable to extend our auditing procedures to enable us to express an opinion on results of
operations and changes in financial position for the year ended
(current year) or on the consistency of application of accounting
principles with the preceding year.
(Opinion paragraph)
In our opinion, the accompanying balance sheet presents fairly
the financial position of X Company as of (current year end) in conformity with generally accepted accounting principles.
.16 If accounting records for prior years were kept on a basis
which did not result in a fair presentation of financial position, results
of operations, and changes in financial position in conformity with
generally accepted accounting principles for those years, and it is
impracticable to restate financial statements for those years, the
1

1

If restatement of prior years' statements is practicable, see section 420.10.
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independent auditor should omit the customary reference to consistency and present his report similar to the following:
(Middle paragraph)
The Company has kept its records and has prepared its financial
statements for previous years on the cash basis with no recognition
having been accorded accounts receivable, accounts payable, or
accrued expenses. At the beginning of the current year the Company adopted the accrual basis of accounting. Although appropriate
adjustments have been made to retained earnings as of the beginning of the year, it was not practicable to determine what adjustments would be necessary in the financial statements of the preceding year to restate results of operations and changes in financial
position in conformity with the accounting principles used in the
current year.
(Opinion paragraph)
In our opinion, the aforementioned financial statements present
fairly the financial position of X Company as of October 31, 19 ,
and the results of its operations and the changes in its financial position for the year then ended, in conformity with generally accepted
accounting principles.
Pro Forma Effects of Accounting Changes

.17 In single-year financial statements, the pro forma effects of
retroactive application of certain accounting changes should be disclosed. In such situations, the reporting provisions of section 535
are applicable to the prior year data.
1

547

Unusual Uncertainties as to the Effect of
Future Developments on Certain Items

.01 The management of a company ordinarily is expected to
evaluate matters affecting financial position and results of operations.
In cases where the probable effects of a matter are not reasonably
determinable at the time of the opinion, such as in the case of certain lawsuits, tax matters, and other contingencies which may have
a material effect upon the financial statements, and the final outcome
is dependent upon the decision of parties other than management,
the independent auditor should appropriately qualify his opinion.
1

See paragraph 21 of Accounting Principles Board Opinion No. 20.
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In such instances use of the phrase "subject to" is appropriate. An
example follows:
(Opinion paragraph)
In our opinion, subject to any adjustments to the financial statements which may result from the final determination of the company's income tax liability for prior years as indicated in Note A, the
aforementioned financial statements present fairly. . . .
Note A: The Company is presently contesting deficiencies in consolidated federal income taxes proposed by the Internal Revenue
Service for the years 19
to 19
, inclusive, in the aggregate
amount of $
, exclusive of interest. The point in question
is one on which there are conflicting federal court decisions and on
which further litigation may be required; consequently, it is impossible to determine the extent of the Company's liability, if any, at
this time. No provision has been made for this contingent liability.
.02 Occasionally, uncertainties arising from questions of valuation or realizability of assets dependent upon management's judgment may require a qualification of opinion. In such cases, use of the
phrase "subject to" is also considered appropriate. For example:
(Opinion paragraph)
In our opinion, subject to the successful conclusion of X project
and ultimate recovery thereby of the related deferred research and
development costs in the amount of $
described in Note A,
the aforementioned financial statements. . . .
.03 In some instances where the outcome of a matter is uncertain, the amount concerned may be so material that a qualified
opinion is inappropriate. An example of such a situation would be
a case in which the company is a defendant in a suit claiming d a m ages of a very large amount in relation to the company's net assets
and there is considerable uncertainty as to the outcome of the suit.
In some cases, the facts may be disclosed in a middle paragraph of
the independent auditor's report and the disclaimer of opinion may
read as follows:
(Opinion paragraph)
Because of the possible material effect on the financial statements of the above-mentioned lawsuit, the outcome of which is
uncertain, we do not express any opinion on the Company's financial statements taken as a whole.
.04 With respect to long-term investments, there may be situations in which the auditor has examined available evidential matter
but finds that because of existing conditions there is substantial un§547.02
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certainty as to whether there has occurred a loss in value which is
other than a temporary decline. In such circumstances, the independent auditor should either qualify his opinion or disclaim an
opinion on the financial statements taken as a whole, depending on
the materiality of the investment.

560

Subsequent Events

.01 An independent auditors report ordinarily is issued in connection with historical financial statements that purport to present
financial position at a stated date and results of operations and
changes in financial position for a period ended on that date. However, events or transactions sometimes occur subsequent to the
balance-sheet date, but prior to the issuance of the financial statements and auditor's report, that have a material effect on the financial
statements and therefore require adjustment or disclosure in the
statements. These occurrences hereinafter are referred to as "subsequent events."
.02 Two types of subsequent events require consideration by
management and evaluation by the independent auditor.
.03 The first type consists of those events that provide additional
evidence with respect to conditions that existed at the date of the
balance sheet and affect the estimates inherent in the process of
preparing financial statements. All information that becomes available prior to the issuance of the financial statements should be used
by management in its evaluation of the conditions on which the
estimates were based. The financial statements should be adjusted
for any changes in estimates resulting from the use of such evidence.
.04 Identifying events that require adjustment of the financial
statements under the criteria stated above calls for the exercise of
judgment and knowledge of the facts and circumstances. For example, a loss on an uncollectible trade account receivable as a
result of a customer's deteriorating financial condition leading to
bankruptcy subsequent to the balance-sheet date would be indicative of conditions existing at the balance-sheet date, thereby calling
for adjustment of the financial statements before their issuance. On
the other hand, a similar loss resulting from a customer's major
casualty such as a fire or flood subsequent to the balance-sheet date
§ 560.04
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would not be indicative of conditions existing at the balance-sheet
date and adjustment of the financial statements would not be appropriate. The settlement of litigation for an amount different from the
liability recorded in the accounts would require adjustment of the
financial statements if the events, such as personal injury or patent
infringement, that gave rise to the litigation had taken place prior
to the balance-sheet date.
.05 The second type consists of those events that provide evidence with respect to conditions that did not exist at the date of the
balance sheet being reported on but arose subsequent to that date.
These events should not result in adjustment of the financial statements. Some of these events, however, may be of such a nature
that disclosure of them is required to keep the financial statements
from being misleading. Occasionally such an event may be so significant that disclosure can best be made by supplementing the historical financial statements with pro forma financial data giving effect
to the event as if it had occurred on the date of the balance sheet.
It may be desirable to present pro forma statements, usually a balance sheet only, in columnar form on the face of the historical
statements.
1

.06 Examples of events of the second type that require disclosure
in the financial statements (but should not result in adjustment) are:
a. Sale of a bond or capital stock issue.
b. Purchase of a business.
c. Settlement of litigation when the event giving rise to the claim
took place subsequent to the balance-sheet date.
d. Loss of plant or inventories as a result of fire or flood.
e. Losses on receivables resulting from conditions (such as a customer's major casualty) arising subsequent to the balance-sheet
date.
.07 Subsequent events affecting the realization of assets such as
receivables and inventories or the settlement of estimated liabilities

1

This paragraph is not intended to preclude giving effect in the balance sheet,
with appropriate disclosure, to stock dividends or stock splits or reverse splits
consummated after the balance-sheet date but before issuance of the financial
statements.
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ordinarily will require adjustment of the financial statements (see
paragraph .03) because such events typically represent the culmination of conditions that existed over a relatively long period of time.
Subsequent events such as changes in the quoted market prices of
securities ordinarily should not result in adjustment of the financial
statements (see paragraph .05) because such changes typically reflect a concurrent evaluation of new conditions.
.08 When financial statements are reissued, for example, in reports filed with the Securities and Exchange Commission or other
regulatory agencies, events that require disclosure in the reissued
financial statements to keep them from being misleading may have
occurred subsequent to the original issuance of the financial statements. Events occurring between the time of original issuance and
reissuance of financial statements should not result in adjustment of
the financial statements unless the adjustment meets the criteria
for the correction of an error or the criteria for prior period adjustments set forth in Opinions of the Accounting Principles Board.
Similarly, financial statements reissued in comparative form with
financial statements of subsequent periods should not be adjusted
for events occurring subsequent to the original issuance unless the
adjustment meets the criteria stated above.
1

.09 Occasionally, a subsequent event of the second type has such
a material impact on the entity that the auditor may wish to include
in his report an explanatory paragraph directing the reader's attention to the event and its effects. (See section 545.03.)
Auditing Procedures in the Subsequent Period
.10 There is a period after the balance-sheet date with which the
auditor must be concerned in completing various phases of his examination. This period is known as the "subsequent period" and is
considered to extend to the date of the auditor's report. Its duration
will depend upon the practical requirements of each examination
and may vary from a relatively short period to one of several months.
Also, all auditing procedures are not carried out at the same time and
some phases of an examination will be performed during the subse1

However, see paragraph .05 as to the desirability of presenting pro forma
financial statements to supplement the historical financial statements in certain
circumstances.
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quent period, whereas other phases will be substantially completed
on or before the balance-sheet date. As an audit approaches completion, the auditor will be concentrating on the unresolved auditing
and reporting matters and he is not expected to be conducting a continuing review of those matters to which he has previously applied
auditing procedures and reached satisfaction.
.11 Certain specific procedures are applied to transactions occurring after the balance-sheet date such as (a) the examination of data
to assure that proper cutoffs have been made and (b) the examination of data which provide information to aid the auditor in his
evaluation of the assets and liabilities as of the balance-sheet date.
.12 In addition, the independent auditor should perform other
auditing procedures with respect to the period after the balancesheet date for the purpose of ascertaining the occurrence of subsequent events that may require adjustment or disclosure essential to
a fair presentation of the financial statements in conformity with
generally accepted accounting principles. These procedures should
be performed at or near the completion of the field work. The auditor
generally should:
a. Read the latest available interim financial statements; compare
them with the financial statements being reported upon; and
make any other comparisons considered appropriate in the circumstances. In order to make these procedures as meaningful
as possible for the purpose expressed above, the auditor should
inquire of officers and other executives having responsibility for
financial and accounting matters as to whether the interim statements have been prepared on the same basis as that used for
the statements under examination.
b. Inquire of and discuss with officers and other executives having responsibility for financial and accounting matters (limited
where appropriate to major locations) as to:
(i) Whether any substantial contingent liabilities or commitments existed at the date of the balance sheet being reported
on or at the date of inquiry.
(ii) Whether there was any significant change in the capital
stock, long-term debt, or working capital to the date of
inquiry.
(iii) The current status of items, in the financial statements
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being reported on, that were accounted for on the basis of
tentative, preliminary, or inconclusive data.
(iv) Whether any unusual adjustments had been made during
the period from the balance-sheet date to the date of
inquiry.
c. Read the available minutes of meetings of stockholders, directors,
and appropriate committees; as to meetings for which minutes
are not available, inquire about matters dealt with at such
meetings.
d. Obtain from legal counsel a description and evaluation of any
litigation, impending litigation, claims, and contingent liabilities
of which he has knowledge that existed at the date of the balance sheet being reported on, together with a description and
evaluation of any additional matters of such nature coming to
his attention up to the date the information is furnished.
e. Obtain a letter of representations, dated as of the date of the
auditor's report, from appropriate officials, generally the chief
executive officer and chief financial officer, as to whether any
events occurred subsequent to the date of the financial statements being reported on by the independent auditor that in the
officer's opinion would require adjustment or disclosure in these
statements. The auditor may elect to have the client include
representations as to significant matters disclosed to the auditor
in his performance of the procedures in subparagraphs (a) to
(d) above and (f) below.
f. Make such additional inquiries or perform such procedures as he
considers necessary and appropriate to dispose of questions that
arise in carrying out the foregoing procedures, inquiries, and
discussions.

561

Subsequent Discovery of Facts Existing
At the Date of the Auditor's Report

.01 The procedures described in this section should be followed
by the auditor who, subsequent to the date of his report upon
audited financial statements, becomes aware that facts may have
existed at that date which might have affected his report had he
then been aware of such facts.
§561.01
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.02 Because of the variety of conditions which might be encountered, some of these procedures are necessarily set out only in general
terms; the specific actions to be taken in a particular case may vary
somewhat in the light of the circumstances. The auditor would be
well advised to consult with his attorney when he encounters the
circumstances to which this section may apply because of legal
implications that may be involved in actions contemplated herein,
including, for example, the possible effect of state statutes regarding confidentiality of auditor-client communications.
1

.03 After he has issued his report, the auditor has no obligation
to make any further or continuing inquiry or perform any other
auditing procedures with respect to the audited financial statements
covered by that report, unless new information which may affect
his report comes to his attention. In addition, this section does not
apply to situations arising from developments or events occurring
after the date of the auditor's report; neither does it apply to situations where, after issuance of the auditor's report, final determinations or resolutions are made of contingencies or other matters
which had been disclosed in the financial statements or which had
resulted in a qualification in the auditor's report.
.04 When the auditor becomes aware of information which
relates to financial statements previously reported on by him, but
which was not known to him at the date of his report, and which
is of such a nature and from such a source that he would have
investigated it had it come to his attention during the course of his
examination, he should, as soon as practicable, undertake to determine whether the information is reliable and whether the facts
existed at the date of his report. In this connection, the auditor
should discuss the matter with his client at whatever management
levels he deems appropriate, including the board of directors, and
request cooperation in whatever investigation may be necessary.
.05 When the
both to be reliable
report, the auditor
cedures set out in
1

subsequently discovered information is found
and to have existed at the date of the auditor's
should take action in accordance with the prosubsequent paragraphs if the nature and effect

However, see section 710.08-.11 as to an auditor's obligation with respect to
audited financial statements included in registration statements filed under
the Securities Act of 1933 between the date of the auditor's report and the
effective date of the registration statement.
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of the matter are such that (a) his report would have been affected
if the information had been known to him at the date of his report
and had not been reflected in the financial statements and (b) he
believes there are persons currently relying or likely to rely on the
financial statements who would attach importance to the information. With respect to ( b ) , consideration should be given, among
other things, to the time elapsed since the financial statements
were issued.
.06 When the auditor has concluded, after considering (a) and
(b) in paragraph .05, that action should be taken to prevent future
reliance on his report, he should advise his client to make appropriate disclosure of the newly discovered facts and their impact on
the financial statements to persons who are known to be currently
relying or who are likely to rely on the financial statements and
the related auditor's report. When the client undertakes to make
appropriate disclosure, the method used and the disclosure made
will depend on the circumstances.
a. If the effect on the financial statements or auditor's report of
the subsequently discovered information can promptly be determined, disclosure should consist of issuing, as soon as practicable, revised financial statements and auditor's report. The
reasons for the revision usually should be described in a note
to the financial statements and referred to in the auditor's report.
Generally, only the most recently issued audited financial statements would need to be revised, even though the revision resulted from events that had occurred in prior years.
b. When issuance of financial statements accompanied by the auditor's report for a subsequent period is imminent, so that disclosure is not delayed, appropriate disclosure of the revision
can be made in such statements instead of reissuing the earlier
statements pursuant to subparagraph (a).
c. When the effect on the financial statements of the subsequently
discovered information cannot be determined without a prolonged investigation, the issuance of revised financial statements
and auditor's report would necessarily be delayed. In this cir1

2

1

2

See paragraphs 26 and 27 of Accounting Principles Board Opinion No. 9 and
paragraphs 36 and 37 of Opinion No. 20 regarding disclosure of adjustments
applicable to prior periods.
Ibid.
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cumstance, when it appears that the information will require a
revision of the statements, appropriate disclosure would consist
of notification by the client to persons who are known to be
relying or who are likely to rely on the financial statements and
the related report that they should not be relied upon, and that
revised financial statements and auditor's report will be issued
upon completion of an investigation. If applicable, the client
should be advised to discuss with the Securities and Exchange
Commission, stock exchanges, and appropriate regulatory agencies the disclosure to be made or other measures to be taken
in the circumstances.
.07 The auditor should take whatever steps he deems necessary
to satisfy himself that the client has made the disclosures specified
in paragraph .06.
.08 If the client refuses to make the disclosures specified in
paragraph .06, the auditor should notify each member of the board
of directors of such refusal and of the fact that, in the absence of
disclosure by the client, the auditor will take steps as outlined
below to prevent future reliance upon his report. The steps that
can appropriately be taken will depend upon the degree of certainty of the auditor's knowledge that there are persons who are
currently relying or who will rely on the financial statements and
the auditor's report, and who would attach importance to the information, and the auditor's ability as a practical matter to communicate with them. Unless the auditor's attorney recommends a
different course of action, the auditor should take the following
steps to the extent applicable:
a. Notification to the client that the auditor's report must no longer
be associated with the financial statements.
b. Notification to regulatory agencies having jurisdiction over the
client that the auditor's report should no longer be relied upon.
c. Notification to each person known to the auditor to be relying
on the financial statements that his report should no longer be
relied upon. In many instances, it will not be practicable for the
auditor to give appropriate individual notification to stockholders
or investors at large, whose identities ordinarily are unknown
to him; notification to a regulatory agency having jurisdiction
over the client will usually be the only practicable way for the
auditor to provide appropriate disclosure. Such notification
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should be accompanied by a request that the agency take whatever steps it may deem appropriate to accomplish the necessary
disclosure. The Securities and Exchange Commission and the
stock exchanges are appropriate agencies for this purpose as to
corporations within their jurisdictions.
.09 The following guidelines should govern the content of any
disclosure made by the auditor in accordance with paragraph .08
to persons other than his client:
a. If the auditor has been able to make a satisfactory investigation
of the information and has determined that the information is
reliable:
(i) The disclosure should describe the effect the subsequently
acquired information would have had on the auditor's report
if it had been known to him at the date of his report and
had not been reflected in the financial statements. The disclosure should include a description of the nature of the
subsequently acquired information and of its effect on the
financial statements.
(ii) The information disclosed should be as precise and factual
as possible and should not go beyond that which is reasonably necessary to accomplish the purpose mentioned in the
preceding subparagraph (i). Comments concerning the
conduct or motives of any person should be avoided.
b. If the client has not cooperated and as a result the auditor is
unable to conduct a satisfactory investigation of the information,
his disclosure need not detail the specific information but can
merely indicate that information has come to his attention which
his client has not cooperated in attempting to substantiate and
that, if the information is true, the auditor believes that his
report must no longer be relied upon or be associated with the
financial statements. No such disclosure should be made unless
the auditor believes that the financial statements are likely to
be misleading and that his report should not be relied on.
.10 The concepts embodied in this section are not limited solely
to corporations but apply in all cases where financial statements
have been examined and reported on by independent auditors.
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Other Types of Reports

Long-Form Reports

.01 While the accounting profession has generally adopted the
short-form report in connection with financial statements intended
for publication, auditors also issue a substantial number of so-called
long-form reports. In addition to the basic financial statements,
these reports ordinarily include details of the items in these statements, statistical data, explanatory comments, other informative
material, some of which may be of a nonaccounting nature, and
sometimes a description of the scope of the auditor's examination
more detailed than the description in the usual short-form reports.
In some cases, both a long-form report and a short-form report are
issued on the same engagement, but in many cases the long-form
report constitutes the only report issued.
.02 The requirement of the fourth reporting standard that
". . . the report should contain a clear-cut indication of the character
of the auditor's examination, if any, and the degree of responsibility
he is taking" is applicable to both short-form and long-form reports.
The language of the short-form report is generally used in long-form
reports. Accordingly, because the usual short-form report covers
only the basic financial statements, the auditor should clearly establish his position regarding the other data in the long-form report.
This may be accomplished, for example, by an explanation that:
a. his examination has been made primarily for the purpose of
formulating an opinion on the basic financial statements, taken
as a whole, and
b. the other data included in the report, although not considered
necessary for a fair presentation of the financial position, results
of operations, and changes in financial position in conformity with
generally accepted accounting principles (whether or not crossreferenced in the basic financial statements), are presented for
supplementary analysis purposes, and either (1) that they have
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been subjected to the audit procedures applied in the examination of the basic financial statements and are, in his opinion,
fairly stated in all material respects in relation to the basic
financial statements, taken as a whole or (2) that they have not
been subjected to the audit procedures applied in the examination of the basic financial statements, stating the source of the
information and the extent of his examination and responsibility
assumed, if any.
.03 If the other data are presented as a separate section of the
long-form report, the above explanation may appropriately appear
as a preface to it. Regardless of the method of reporting, it is of
prime importance to maintain a clear-cut distinction between the
management's representations and the auditor's representations.
.04 Where a long-form report is co-existing with a conventional
short-form report, the auditor should make sure that:
a. the long-form report does not contain data which, if omitted from
the short-form report, might support a contention that the
short-form report was misleading because of inadequate disclosure of material facts known to the independent auditor; and
b. none of the comments or other data contained in the long-form
report lend themselves to a contention that they constitute exceptions or reservations, as distinguished from mere explanations.
.05 In addition, the auditor must consider whether the longform report, taken by itself, contains other financial data in such
form as to support a contention that he has made factual representations with respect to the financial statements or books of account
rather than expressed an opinion on financial data consisting of
management representations.
.06 The concept of management's basic responsibility for financial statements and of the auditor's responsibility being confined to
his opinion on such statements has become firmly established since
the general adoption of the conventional short-form report. Under
this concept, the independent auditor is expressing his professional
opinion and is not "certifying" to facts true to his own knowledge.
This same basic concept underlies the long-form report, and the
auditor should prepare the long-form report in a manner that makes
it clear that he is expressing therein the same type of professional
opinion as in a short-form report.
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Special Reports

.01 The term "special reports" has reference to reports for which
the wording of the usual short-form report may be inappropriate
and for which special wording in the opinion section is necessary.
Special reports may include:
a. Reports on financial statements of organizations which maintain
their accounts and prepare their statements on a cash or other
incomplete basis of accounting which is materially at variance
with accounting practices customarily followed in preparing
accrual basis statements. These organizations may include some
organized for profit, particularly those carried on by individuals
and partnerships, as well as some not-for-profit organizations.
b. Reports on financial statements of some not-for-profit organizations which follow accounting practices differing in some respects from those followed by business enterprises organized
for profit.
c. Reports prepared for limited purposes, such as:
(i) Reports that relate only to certain aspects of financial statements. These may include reports, sometimes in letter form,
relating to special studies, to compliance with certain provisions of bond indentures, or to the determination of the
amounts of rentals, royalties, profit-sharing bonuses, and the
like.
(ii) Reports that are filed with various agencies on prescribed
forms which provide a uniform statement presentation, in
some cases with a preworded opinion or authentication.
These may include reports prepared for filing with various
governmental authorities or with credit and similar agencies.
.02 The general standards and standards of field work, to the
extent appropriate in view of the character of the engagement, are
applicable to engagements involving special reports.
.03 The third and fourth reporting standards are applicable to
special reports. When the special report relates to statements which
purport to present financial position, results of operations, and,
where applicable, changes in financial position, the second standard
of reporting as to consistency in the application of generally accepted
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accounting principles is applicable. When the report relates to other
matters, reference to consistency is frequently appropriate, depending upon the nature of the matter reported upon. The applicability
of the first reporting standard is discussed in the remainder of this
section.
.04 The first standard of reporting does not apply to statements
which do not purport to present financial position and results of
operations. Statements prepared on the basis of cash receipts and
disbursements, for example, usually do not purport to present financial position or results of operations. In reporting on statements
which do not so purport, the independent auditor should make sure
that there is a clear representation of what they do present and of
the basis on which they have been prepared. He should express his
opinion as to whether or not the statements fairly present the data
on the basis indicated. It is generally preferable in these circumstances to avoid the use of the terms "balance sheet," "income statement," or similar titles with respect to such statements.
Cash Basis Statements

.05 In reporting on statements prepared on a cash basis (or substantially so) which may appear to, but do not, present financial
position and results of operations, disclosure should be made in the
statements or their footnotes or, less preferably, in the independent
auditor's report: (a) of the fact that the statements have been prepared on a basis of cash receipts and disbursements and (b) of the
general nature of any material items omitted (such as accounts
receivable and accounts payable) and, where practicable, of the
net effect of such omissions on the statements. The independent
auditor's opinion might then be worded somewhat as follows:
In our opinion, the aforementioned statements present fairly the
assets and liabilities of XYZ Company at May 31, 19
, arising
from cash transactions, and the revenues collected and expenditures
made by it (and changes in proprietary interest, fund balances, etc.,
where reflected in cash basis statements) during the year then
ended, on a basis consistent with that of the preceding year.
.06 Where the independent auditor thinks that misleading inferences may still be drawn from the statements, he should include
an explanation in his report that the statements do not present financial position and results of operations. This might be accomplished
by a middle paragraph worded somewhat as follows:
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136

OTHER TYPES OF REPORTS

Because of the omission of accounts receivable and accounts payable, it is our opinion the aforementioned statements do not present
the financial position or results of operations of the company.
Modified Accrual Basis Statements
.07 In reporting on statements prepared on a modified accrual
basis of accounting, which purport to present financial position,
results of operations, and changes in financial position, the independent auditor may conclude that the resulting statements are
materially incomplete or were prepared in accordance with accounting practices materially at variance with those customarily followed
in preparing accrual basis statements. In such cases the nature and,
where practicable, the amounts of the major variances should be disclosed and the independent auditor should qualify his opinion or
express an adverse opinion.
Not-for-Profit Organization Statements
.08 If the statements are those of a not-for-profit organization,
they may reflect accounting practices differing in some respects from
those followed by enterprises organized for profit. In some cases
generally accepted accounting principles applicable to not-for-profit
organizations have not been clearly defined. In those areas where
the independent auditor believes generally accepted accounting
principles have been clearly defined, he may state his opinion as to
the conformity of the financial statements either with generally
accepted accounting principles or (less desirably) with accounting
practices for not-for-profit organizations in the particular field, and
in such circumstances he may refer to financial position and results
of operations. In those areas where he believes generally accepted
accounting principles have not been clearly defined, the provisions
covering special reports as discussed under cash basis and modified
accrual basis statements are applicable.

Incomplete Financial Presentations
.09 Special reports in which incomplete financial presentations
or no financial presentations are made (e.g., calculations of royalties,
profit-sharing bonuses, rentals, etc.) should be drafted with a view
to their special purpose and, accordingly, should state what informa-

§ 620.07

SPECIAL REPORTS

137

tion is presented, the basis on which it was prepared, and whether,
in the independent auditor's opinion, it is presented fairly on that
basis.
.10 There may be occasions when it is appropriate for the
auditor to report upon conformity of incomplete financial presentations with generally accepted accounting principles; for example,
the determination of working capital under a bond indenture. There
may be other occasions where the independent auditor expresses
an opinion as to the adequacy or reasonableness of specific accounts,
such as the allowance for doubtful accounts receivable or the liability
for income taxes. The usual examination of financial statements is
designed for the purpose of formulating an opinion with respect to
financial statements taken as a whole and not with respect to incomplete presentations or specific accounts. Accordingly, where the
situation is such that an independent auditor considers it appropriate to express an opinion on an incomplete financial presentation,
he should be cognizant of the added responsibility he may thereby
be assuming and the possible necessity of extending the scope of his
examination (see section 515, "Piecemeal Opinion").
Prescribed Audit Report Forms
.11 Statements prepared on printed forms designed by the authorities with which they are to be filed may require classifications
or other similar procedures that, in the independent auditor's
opinion, do not fairly present in conformity with generally accepted
accounting principles the financial position, results of operations, or
changes in financial position of the company filing the statements,
even though they purport to do so. Also, such forms may involve the
additional problem of conforming the prescribed auditor's report to
professional standards. Many of these forms are not acceptable to
the independent auditor because the prescribed uniform financial
presentation conflicts with fair presentation in conformity with generally accepted accounting principles in the particular case, or the
prescribed language of the report calls for assertions by him that are
not part of his functions and responsibilities as an independent auditor. Some forms can be made acceptable by inserting additional
captions or wording; others can be made acceptable only by complete revision. Whenever the printed forms call upon the independent auditor to make an assertion which he believes he is not justified
in making, he has no alternative but to reword them or to submit his
§
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separate report. Such revised or separate reports are generally accepted by the authorities with which they are filed.

630

Letters for Underwriters

.01 The services of independent certified public accountants
include examining financial statements and schedules contained in
registration statements filed with the Securities and Exchange Commission (the "SEC") under the Securities Act of 1933 (the "Act").
In connection with this type of service, accountants often are called
upon to confer with clients, underwriters, and their respective counsel concerning the accounting and auditing requirements of the Act
and of the SEC as well as to perform other services. One of these
other services is the issuance of letters for underwriters, commonly
called "comfort letters," which are generally concerned with the
subjects described in paragraph .06.
.02 Much of the uncertainty and consequent risk of misunderstanding with regard to the nature and scope of comfort letters has
arisen from a lack of recognition of the necessarily limited nature
of the comments which accountants can properly make with respect
to financial information, in a registration statement, that has not
been examined in conformity with generally accepted auditing
standards and accordingly is not covered by their opinion. Underwriters, in requesting comfort letters, are generally seeking assistance on matters of importance to them. They wish to perform a
"reasonable investigation" of financial and accounting data not
"expertized" (covered by a report of independent accountants, who
consent to be named as experts, based on an examination made in
accordance with generally accepted auditing standards) as a defense
against possible claims under the Act. Accountants have a corresponding wish, arising in response to the same statutory phrase,
"reasonable investigation," with respect to audited financial statements included in a prospectus in reliance on their audit report and
their consent. The accountants' reasonable investigation must be
premised upon an audit; it cannot be accomplished short of an audit.
In contrast, what constitutes a reasonable investigation of unaudited
financial and accounting data sufficient to satisfy an underwriter's
1

1

See section 7 1 0 for a discussion of certain responsibilities of accountants
resulting from inclusion of their reports in registration statements.
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purposes has never been authoritatively established. It seems clear,
however, that the purposes of the investigations are quite different.
Accountants normally will be entirely willing to furnish to the
underwriters such assistance as is within their professional capabilities; however, the extent of the assistance which accountants can
provide by way of comfort letters is subject to limitations. One
such limitation is that an independent certified public accountant
can properly comment in his professional capacity only upon matters
to which his professional expertise is substantially relevant. Another
limitation is that procedures short of an audit (which are all that a
comfort letter contemplates) by their nature are ordinarily not such
as to furnish accountants grounds for expressing an opinion, but, at
the most, negative assurance. Finally, it is not practicable to establish standards comparable to generally accepted auditing standards
by which the sufficiency of procedures to support negative assurances can be measured; therefore, such assurances in specific situations cannot reasonably imply any definite or uniform degree of
certainty regarding the matters to which they relate. Accordingly,
there is necessarily a risk that matters against which negative assurance is sought may prove to be present even though negative assurance has been given.
1

.03 This section deals with several different kinds of matters.
First, in a number of areas involving professional standards, it states
whether or not it is proper for independent certified public accountants acting in their professional capacity to comment on specified
kinds of matters; and if so, what the form of comment should be.
Second, suggestions of a practical nature are offered on such matters
as forms of comfort letters suitable to various circumstances, the
way in which a particular form of letter may be agreed upon, the
dating of letters, and what steps may be taken when information
which may require special mention in a letter comes to the accountants' attention. Third, ways are suggested to reduce or avoid the
uncertainties described in the preceding paragraph as to the nature
2

1

2

Negative assurance consists of a statement by accountants to the effect that
nothing came to their attention as a result of specified procedures that
caused them to believe that specified matters do not meet a specified standard
(e.g., that unaudited financial statements were not prepared in conformity
with generally accepted accounting principles consistently applied).
It is important to note that although this section furnishes illustrations of
procedures which are frequently followed by accountants as a basis for their
comments in comfort letters, it does not prescribe such procedures.
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and extent: of accountants' responsibilities in connection with a
comfort letter. As to this and other points not involving professional
standards, where the recommendations are intended to reduce risks
of misunderstanding, accountants requested to follow a course other
than that recommended would do well to consult their counsel.
.04 Comfort letters are not required under the Act and copies
are not filed with the SEC. It is nonetheless a common condition
of an underwriting agreement in connection with the offering for
sale of securities registered with the SEC under the Act that the
accountants are to furnish a comfort letter. Some underwriters
do not make the receipt of a comfort letter a condition of the underwriting agreement but nevertheless ask for such a letter.

1

.05 The accountants should suggest to the underwriter that they
meet together with the client to discuss the procedures to be followed in connection with a comfort letter; in this connection, the
accountants may describe procedures frequently followed (see
examples included at the end of this section, paragraphs .45—.53).
Because of the accountants' knowledge of the client, such a meeting
may substantially benefit the underwriter in reaching his decision
as to the procedures to be followed by the accountants. However,
because of the lack of clear-cut standards as discussed in paragraph
.02, it is advisable to accompany any discussion of procedures with
a clear statement that the accountants cannot furnish any assurance
as to the sufficiency of the procedures for the underwriter's purposes
and it is advisable for the comfort letter to contain a statement to
this effect. An appropriate way of expressing this is shown in numbered paragraph 4 of Example A.
.06 Comfort letters will generally refer to one or more of the
following subjects:
a. The independence of the accountants.

1

Except where the context otherwise requires, the word "underwriter" as
used hereinafter refers to the managing, or lead, underwriter who typically
negotiates the underwriting agreement for a group of underwriters whose
exact composition is not determined until shortly before a registration statement becomes effective. In competitive bidding situations where legal counsel
for the underwriters acts as the underwriters' representative prior to the opening and acceptance of the bid, the accountants should carry out the discussions
and other communications contemplated by this section with the legal counsel
until such time as the underwriter is selected.
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b. Compliance as to form in all material respects of the audited
financial statements and schedules with the applicable accounting requirements of the Act and the published rules and regulations thereunder.
c. Unaudited financial statements and schedules in the registration
statement.
d. Changes in selected financial-statement items during a period
subsequent to the date and period of the latest financial statements in the registration statement.
e. Tables, statistics, and other financial information in the registration statement.
These matters are discussed in greater detail below and are illustrated in the Examples included at the end of this section. Matters
dealt with in a particular letter usually are limited to ones specified
in the underwriting agreement.
.07 Because the underwriter will be looking to the accountants
to furnish a comfort letter of a scope to be specified in the underwriting agreement, the client and the underwriter, when they have
tentatively agreed upon a draft of the agreement, are well advised
to furnish a copy of it to the accountants so that the latter can indicate whether they will be able to furnish a letter in acceptable form.
A desirable practice is for the accountants, promptly after they have
received the draft of the agreement (or have been informed that a
letter covering specified matters, although not a condition of the
agreement, will nonetheless be requested), to prepare a draft of the
form of letter that they expect to furnish. To the extent possible,
the draft should deal with all matters to be covered in the exact
terms to be used in the final letter (subject, of course, to the understanding that the comments in the final letter cannot be determined
until the procedures underlying it have been performed). The draft
letter should be identified as a draft in order to avoid giving the
impression that the procedures described therein have been performed. This practice of furnishing a draft letter at an early point
permits the accountants to make clear to the client and the underwriter what they may expect the accountants to furnish, and gives
the client and the underwriter an opportunity to change the proposed underwriting agreement if they so desire. The underwriter
thus furnished with a draft letter is afforded the opportunity of
discussing further with the accountants the procedures that the
§ 630.07
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accountants have indicated they expect to follow, and of requesting
any additional procedures which the underwriter may desire. If t h e
additional procedures pertain to matters to which the accountants'
professional competence is relevant, the accountants would ordinarily be willing to perform them, and it is desirable for them to
furnish the underwriter an appropriately revised draft letter. T h e
accountants may reasonably assume that the underwriter, by indicating his acceptance of the draft comfort letter, and subsequently,
by his acceptance of the letter in final form, considers the procedures
described sufficient for his purposes. It is important, therefore, that
the procedures to be followed by the accountants be clearly set out
in the comfort letter, in both draft and final form, so that there will
be no misunderstanding as to the basis upon which the accountants'
comments have been m a d e and so that the underwriter can decide
whether the procedures performed are sufficient for his purposes.
For reasons explained in paragraph .02, statements or implications
that the accountants are carrying out such procedures as they consider necessary should be avoided since this may lead to misunderstanding about the responsibility for the sufficiency of the procedures for the underwriter's purposes. A suggested form of legend
which may be placed on the draft letter for identification and explanation of its purposes and limitations is as follows:
This draft is furnished solely for the purpose of indicating the form
of letter which we would expect to be able to furnish [name of
underwriter] in response to their request, the matters expected to be
covered in the letter, and the nature of the procedures which we
would expect to carry out with respect to such matters. Based on
our discussions with [name of underwriter], it is our understanding
that the procedures outlined in this draft letter are those they wish
us to follow. Unless [name of underwriter] informs us otherwise,
we shall assume that there are no additional procedures they wish us
to follow. The text of the letter itself will depend, of course, upon
the results of the procedures, which we would not expect to complete until shortly before the letter is given and in no event before
the cutoff date indicated therein.
1

1

In the absence of any discussions with the underwriter, the accountants
should outline in the draft letter those procedures specified in the underwriting agreement which they are willing to perform. In that event, this
sentence should be revised as follows: "In the absence of any discussions
with [name of underwriter], we have set out in this draft letter those procedures referred to in the draft underwriting agreement (of which we have
been furnished a copy) which we are willing to follow."
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Dating
.08 The letter ordinarily is dated at or shortly before the "closing
date" (the date on which the issuer or selling security holder delivers the securities to the underwriter in exchange for the proceeds
of the offering). The underwriting agreement ordinarily specifies
the date, often referred to as the "cutoff date," to which the letter
is to relate (e.g., a date five business days before the date of the
letter); the accountants should see that the cutoff date will not place
an unreasonable burden on them. The letter should state that the
inquiries and other procedures carried out in connection with the
letter did not cover the period from the cutoff date to the date of
the letter.
.09 Letters may also be dated at or shortly before the "effective
date" (the date on which the registration statement becomes effective ) and, on rare occasions, letters have been requested to be dated
at or shortly before the "filing date" (the date on which the registration statement is first filed with the SEC). If more than one letter
is requested, it will be necessary to carry out the specified procedures and inquiries as of the cutoff date for each letter. Although
comments contained in an earlier letter may on occasion conveniently be incorporated by reference in a subsequent letter (see Example C ) , any subsequent letter should relate only to information
in the registration statement as most recently amended as of the
cutoff date of the subsequent letter.
Addressee
.10 Because the letter is a result of the underwriter's request,
many accountants address the letter only to the underwriter, with
a copy furnished to the client. When this is done, the appropriate
addressee is the underwriter who has negotiated the underwriting
agreement with the client, and with whom the accountants will
deal in discussions as to the scope and sufficiency of the letter, rather
than the group of underwriters for whom that underwriter acts as
representative. Some accountants address the letter instead to the
client, or to both the client and the underwriter. If the accountants
are requested to address the letter to any person other than the
underwriter or the client, they would do well to consult their counsel.
1

1

An appropriate form of address for this purpose is "XYZ & Company, as
Representative of the Several Underwriters."
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Introductory Paragraph
.11 It is desirable to include an introductory paragraph substantially as follows:
We have examined the [identify the financial statements and
schedules examined] included in the Registration Statement (No.
2-00000) on Form
filed
by the Company under the Securities
Act of 1933 (the "Act"); our reports with respect thereto are also
included in such Registration Statement. Such Registration Statement, as amended as of
, is herein referred to
as the "Registration Statement."
Independence
.12 It is customary for the underwriting agreement to provide
for the accountants to make a statement concerning their independence in. the letter. This may be done substantially as follows:
We are independent certified public accountants with respect to
The Blank Company, Inc. within the meaning of the Act and the
applicable published rules and regulations thereunder and the answer to [identify the item number that refers to the relationship with
registrant of experts named in the registration statement; e.g., Item
24 of Form S-1] of the Registration Statement is correct insofar as it
relates to us.
(See paragraph .32 regarding instances wherein the accountants'
client is not the registrant.)
Compliance With SEC Requirements
.13 The accountants may be requested to express an opinion
concerning compliance as to form of the financial statements covered by their report with the pertinent published accounting requirements of the SEC. This may be done substantially as follows:
1

In our opinion, [include phrase, "except as disclosed in the Registration Statement," if applicable] the [identify the financial statements and schedules examined] examined by us and included or
incorporated by reference in the Registration Statement comply as
to form in all material respects with the applicable accounting requirements of the Act and the published rules and regulations thereunder.
1

The word "published" is used because accountants should not be expected
to be familiar with, or express assurances as to compliance with, informal
requirements that have not been published by the SEC but that may be
applied by the SEC staff.
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If there is a material departure from the pertinent published requirements, the departure should be disclosed in the letter. Normally,
representatives of the SEC will have agreed to such departure; when
this occurs, such agreement should be mentioned in the comfort
letter. An appropriate manner of doing this is shown in Example D.
1

.14 Since published SEC requirements do not deal with the form
of pro forma financial statements or pro forma adjustments applied
to historical financial statements, there is no basis for accountants
to comment on whether such pro forma information complies as to
form with SEC requirements. (See also paragraph .16(g).)
Accountants' Report
.15 Underwriters occasionally request that the accountants repeat in the comfort letter their opinion with respect to the audited
financial statements included in the registration statement. Because
of the special significance of the date of an accountants' report, the
accountants should not repeat their opinion. Underwriters sometimes request negative assurance as to the accountants' report. Because accountants have a statutory responsibility with respect to
their opinion as of the effective date, and because the additional
significance, if any, of a negative assurance is unclear and such
assurance may therefore give rise to misunderstanding, it is inadvisable to give such negative assurance.
2

Unaudited Financial Statements and
Subsequent Changes
In General
.16 Comments included in the letter will often concern (i)
unaudited financial statements and schedules included in the regis1

2

Departures from published SEC requirements which require mention in a
comfort letter ordinarily do not affect fair presentation in conformity with
generally accepted accounting principles; however, if they do, the accountants will of course take cognizance of these departures in expressing their
opinion and in consenting to the use of their report in the registration statement. If departures from published SEC requirements which require mention
in a comfort letter either are not disclosed in the registration statement or
have not been agreed to by representatives of the SEC, the accountants
should consider carefully the issuance of a consent to the use of their report
in the registration statement.
See section 5 3 0 . 0 3 - . 0 8 .
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tration statement, (ii) changes in capital stock and long-term debt,
(iii) decreases in other specified financial-statement items (see paragraphs . 2 1 - 2 6 ) , and (iv) pro forma financial statements. In commenting on these matters, the following guides are important:
a. Any statements by the accountants with respect to unaudited
financial statements and schedules and subsequent changes or
decreases should be limited to negative assurance. An appropriate manner of expressing the comments is shown in numbered
paragraph 5 of Example A.
b. As explained in paragraph .07 above, the agreed-upon procedures performed by the accountants should be set forth in the
letter. Such procedures are generally described along the lines of
numbered paragraph 4 of Example A.
c. Terms of uncertain meaning such as "review," "general review,"
"limited review," "check," or "test" should not be used in describing the work, unless the procedures comprehended by the
term are described in the comfort letter.
d. The letter should specifically identify any unaudited financial
statements and schedules to which it refers. The letter should
state that the accountants have not examined such financial
statements and schedules in accordance with generally accepted
auditing standards and do not express an opinion concerning
them. An appropriate manner of making this clear is shown in
numbered paragraph 3 of Example A. (See also paragraph .18.)
e. The accountants should not give negative assurance with respect
to unaudited financial statements and schedules or changes or
decreases unless they have made an examination of the client's
financial statements for a period including or immediately prior
to that to which the negative assurance relates or have completed
an examination for a later period.
f.

The accountants should not give negative assurance with respect
to financial statements and schedules that have been examined
and are reported on in the registration statement by other accountants.

g. The accountants should not give negative assurance on pro forma
adjustments applied to historical financial statements unless they
have made an examination of the historical financial statements
of the client (or, in the case of business combinations, of a significant constituent part of the combined financial statements) ( 1 )
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for the period presented, or (2) in the case of interim periods,
for the latest fiscal period which includes or precedes the interim
period.
h. The procedures followed with respect to interim periods may not
disclose changes in capital stock or long-term debt or decreases
in the specified financial-statement items, inconsistencies in the
application of generally accepted accounting principles, instances of noncompliance as to form with accounting requirements of the SEC, or other matters as to which negative assurance is requested. An appropriate manner of making this clear
is shown in the conclusion of numbered paragraph 4 of Example A.
i.

The working papers relating to comfort letters should be prepared in a manner so as to constitute adequate evidence of what
has been done.
Unaudited Financial Statements

.17 Comments in the comfort letter concerning the unaudited
financial statements, summary of earnings, and schedules appearing
in the registration statement should always be made in the form of
negative assurance. Frequently, such comments relate to (a) conformity with generally accepted accounting principles, (b) consistency with the audited financial statements, summary of earnings,
and schedules included in the registration statement, and (c) compliance as to form with applicable accounting requirements. An
appropriate manner of expressing the comments is shown in numbered paragraph 5a of Example A.
1

.18 When the most recent figures included in a summary of earnings (or statement of income) are for a period of less than one year,
1

Section 518.01-.02 restricts the use of negative assurance as follows:
Where the scope of the examination is limited by the omission of necessary auditing procedures, reports should not be issued which temper the
qualification or disclaimer of opinion by the inclusion of expressions similar to ". . . However, nothing came to our attention which would indicate
that these amounts (statements) are not fairly presented (stated)."
However, negative assurances are permissible in letters required by security
underwriters in which the independent auditor reports on limited procedures
followed with respect to unaudited financial statements or other financial data
pertinent to a registration statement filed with the Securities and Exchange
Commission.
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the SEC usually requires that comparative figures be shown for the
corresponding short period of the preceding year. Frequently the
financial statements for the latest interim period are unaudited, and
financial statements for the interim period of the preceding year are
ordinarily unaudited, even though that period is part of a year for
which the financial statements have been audited. In these circumstances, the unaudited status of the financial statements of the earlier
period should be made clear in the comfort letter. (See numbered
paragraph 3 of Example A and paragraph .16(d).)
Capsule Information
.19 In many registration statements, the information shown in
the summary of earnings (or statement of income) is supplemented
by unaudited information as to subsequent sales and earnings (commonly called "capsule information"). This later information (either
in narrative or in tabular form) is often shown in a paragraph following the summary, for a period within the current year and for the
corresponding period of the prior year, and usually consists only of
selected income-statement items. "Fair presentation," as used by
independent certified public accountants, ordinarily relates to presentation in conformity with generally accepted accounting principles of financial statements as a whole, including the notes thereto;
therefore accountants, in giving negative assurance regarding selected income-statement items, should not make reference to fair
presentation but should only refer to whether the dollar amounts
were determined on a basis substantially consistent with that of the
corresponding amounts in the audited statement of income. An
appropriate manner of expressing the comments is shown in Example E.
.20 In connection with capsule information, the underwriter
occasionally asks the accountants ( a ) to give negative assurance
with respect to the related unaudited financial statements and ( b )
to state that the capsule information agrees with amounts set forth
in such statements. Although this is another means of accomplishing the same objective as the method described in paragraph .19,
it is ordinarily not practicable. Even though trial balances, summary
financial data, or financial statements normally prepared for management use may be available in final form so as to provide an
appropriate basis for the company to present capsule information,
they will seldom have been prepared in such form or detail, includ§630.19
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ing relevant notes, as to permit the independent public accountant
to give negative assurance on fair presentation in conformity with
generally accepted accounting principles. If the underwriter requests it, however, and if it is practicable for the client to prepare
financial statements on a timely basis in conformity with generally
accepted accounting principles, it is appropriate for the accountants
to agree to the underwriter's request described in the first sentence
of this paragraph.
Subsequent Changes
.21 Comments as to subsequent changes also should be in the
form of negative assurance. They should not relate to "adverse
changes" since, despite long use, that term has not acquired any
defined or clearly understood meaning in an accounting sense. In
fact, upon reexamination, it appears that the term may, on some
occasions, have been misinterpreted by underwriters as encompassing judgments and conclusions not contemplated by the accountants. For example, there has been no agreement among accountants,
clients, and underwriters as to whether the term relates only to
absolute changes or also includes trends in amounts or ratios.
Further, there are differences of view as to whether an adverse
change in results of operations is indicated solely by a decrease in
net income or whether it also encompasses changes in sales, cost of
sales, and other factors which separately or together might indicate
the beginning or accentuation of an adverse trend. Also, the term
has sometimes been construed as contemplating comments by
accountants regarding matters to which their professional competence has little relevance, such as evaluating whether certain
types of expenses that may decrease current income but are designed to increase future income (e.g., research and development
costs, major advertising campaigns, and systems installations) are
adverse or not. In order that comments on subsequent changes be
unambiguous and their determination be within the professional
competence of accountants, the comments should not relate to adverse changes, but should ordinarily relate to whether there has
been any change in capital stock or long-term debt or "decreases"
in other specified financial-statement items during a period known
as the "change period" (see paragraph .23). Usually these items
would include the amounts of net current assets, net assets (stockholders' equity), and net sales, and the total and/or per-share
amounts of income before extraordinary items and of net income.
§
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An appropriate manner of expressing the comments is shown (a)
in numbered paragraph 5b of Example A if there has been no decrease and (b) in Example F if there has been a decrease.
.22 The discussion concerning subsequent changes is not intended to suggest that accountants should avoid mentioning in their
letter any changes other than defined decreases or any other matters known to them which in their opinion would be of interest to
the underwriter. However, since matters to be covered by the letter
should be made clear in the meetings with the underwriter and
should be contemplated by the underwriting agreement and in the
draft comfort letter, and since there is no way of anticipating other
matters which would be of interest to an underwriter, accountants
should not make a general statement in comfort letters that, as a
result of carrying out the specified procedures, nothing else has
come to their attention which would be of interest to the underwriter.
.23 In the context of a comfort letter, a decrease occurs when
the amount of a financial-statement item at the cutoff date or for
the change period (as if financial statements and their notes had
been prepared at that date and for that period) is less than the
amount of the same item at a specified earlier date or for a specified
earlier period. With respect to the items mentioned in paragraph
.21, the term "decrease" means (a) any combination of changes in
amounts of current assets and current liabilities that results in
decreased net current assets, (b) any combination of changes in
amounts of assets and liabilities that results in decreased net assets,
(c) decreased net sales, and (d) any combination of changes in
amounts of sales and expenses and/or outstanding shares that results in decreased total and/or per-share amounts of income before
extraordinary items and of net income (including, in each instance,
a greater loss or other negative amount). The change period for
which the accountants give negative assurance in the comfort letter
ends on the cutoff date (see paragraph .08) and ordinarily begins
(a) for balance-sheet items, immediately after the date of the latest
balance sheet in the registration statement, and (b) for incomestatement items, immediately after the latest period for which such
items are presented in the registration statement. The comparison
relates to the entire period and not to portions thereof. A decrease
during one part of a period may be offset by an equal or larger
increase in another part of the period; however, because there was
§ 630.22
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no decrease for the period as a whole, the comfort letter would not
report the decrease occurring during one part of the period. (See,
however., paragraphs .22 and .43.)
.24 Underwriters occasionally request that the change period
begin immediately after the date of the latest audited balance sheet
(ordinarily also the closing date of the latest audited statement of
income) in the registration statement, even though the registration
statement includes a more recent unaudited balance sheet and
statement of income. The use of the earlier date may defeat the
underwriter's purpose since it is possible that an increase in one of
the items referred to in paragraph .21 occurring between the dates
of the latest audited and unaudited balance sheets included in the
registration statement might more than offset a decrease occurring
after the latter date. A similar situation might arise in the comparison of income-statement items. In these circumstances, the
decrease occurring after the date of the latest financial statements
included in the registration statement would not be reported in the
comfort letter. It is desirable for the accountants to explain the
foregoing considerations to the underwriter; however, if the underwriter nonetheless requests the use of a change period or periods
other than those described in paragraph .23, the accountants may
use the period or periods requested.
.25 The underwriting agreement usually specifies the dates and
periods with which data at the cutoff date and for the change period
are to be compared. For balance-sheet items the comparison date
is normally that of the latest balance sheet included in the registration statement (i.e., immediately prior to the beginning of the
change period); for income-statement items the comparison period
or periods might be one or more of the following: (a) the corresponding period of the preceding year, (b) a period of corresponding length immediately preceding the change period, (c) a proportionate part of the preceding fiscal year, or (d) any other period
of corresponding length chosen by the underwriter. Whether or not
specified in the underwriting agreement, the date and period used
in comparison should be identified in the comfort letter in both
draft and final form so that there is no misunderstanding as to the
matters being compared and so that the underwriter can determine
whether the comparison period is suitable for his purposes.
.26

In addition to making the comparisons indicated above
§ 630.26
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using the financial statements made available to them, the accountants will ordinarily be requested to read minutes and make inquiries
of company officials relating to the whole of the change period.
For the period between the date of the latest financial statements
made available and the cutoff date, the accountants must necessarily base their comments solely on the limited procedures actually
performed with respect to that period (which in most cases will be
limited to the reading of minutes and the inquiries of company officials referred to in the preceding sentence), and their comfort letter
should make this clear. (See numbered paragraph 6 of Example A.)

1

Disclosure in Registration S t a t e m e n t

.27 Comments on the occurrence of changes in capital stock or
long-term debt and decreases in other specified financial-statement
items are limited to changes or decreases not disclosed in the registration statement. This limitation is referred to in the letter by the
phrase, "except for changes or decreases which the Registration
Statement discloses have occurred or may occur." Whenever it
appears to the accountants that a change or decrease has occurred
during the change period, they should refer to the registration statement to determine whether the change or decrease is disclosed
therein.
Effect of Qualified Opinion
.28 The foregoing discussion contemplates that the accountants'
opinion on the financial statements and schedules and the summary
of earnings in the registration statement is unqualified. This usually
is the case. Except in extraordinary circumstances, the requirements
of the SEC do not permit a registration statement to become effective when the accountants' opinion is qualified as to the scope of
their examination or as to the accounting principles reflected in the
financial statements and schedules and the summary of earnings.
However, such circumstances do occasionally arise and, although
the SEC may permit the registration statement to become effective
even though the opinion is qualified, the accountants may not be in
a position to give an unqualified opinion that the financial statements in the registration statement comply as to form in all material
1

The answers to these inquiries generally should be supported by appropriate
written representations of the company officials.
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respects with the published rules and regulations of the SEC under
the Act. (See paragraph .13.)
.29 The SEC ordinarily will accept a "subject to" type of qualification in the accountants' opinion when there is uncertainty as to
(a) the outcome of controversial matters such as litigation, renegotiation of contracts, or disputes concerning income taxes; (b) recovery of research and development costs or other deferred charges;
or (c) other matters which are not susceptible of reasonable accounting determination, but which might have a material effect on
financial position or results of operations.
.30 If the opinion is qualified, the qualification should be referred to in the opening paragraph of the comfort letter by saying,
for example, ". . . our reports (which contain a qualification as set
forth therein) with respect thereto are also included in such Registration Statement."
.31 If the letter includes negative assurance with respect to subsequent unaudited financial statements included in the registration
statement or with respect to an absence of specified subsequent
changes or decreases, the effect thereon of the subject matter of the
qualification should also be considered. An illustration of how this
type of situation may be dealt with is shown in Example G.

Other Accountants
.32 Comfort letters are occasionally requested from more than
one accountant (for example, in connection with registration statements to be used in the subsequent sale of shares issued in recently
effected mergers). In these circumstances, each accountant must,
of course, be sure he is independent within the meaning of the Act
and the applicable published rules and regulations thereunder. In
connection with opinions expressed prior to the acquisitions, the
accountants for previously nonaffiliated companies recently acquired
by the registrant would not be required to have been independent
with respect to the company whose shares are being registered. In
such a case, the accountants should modify the wording suggested
in paragraph .12 and make a statement regarding their independence along the following lines:
As of [insert date of the accountants' most recent report on the
financial statements of their client] and during the period covered
by the financial statements on which we reported, we were inde§ 630.32
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pendent certified public accountants with respect to [insert the name
of their client] within the meaning of the Act and the applicable
published rules and regulations thereunder and the answer to Item
24 of the Registration Statement is correct insofar as it relates to us.
.33 There may be situations in which more than one accountant
is involved in the examination of the financial statements of a business and where the reports of more than one accountant appear in
the registration statement. For example, certain significant divisions, branches, or subsidiaries may be examined by other accountants. The principal accountants (those who report on the consolidated financial statements and consequently are asked to give a
comfort letter with regard to information expressed on a consolidated basis) should read the letter or letters of the other accountants reporting on significant units. Such letters should contain statements similar to those contained in the comfort letter prepared by
the principal accountants, including statements as to their independence. The principal accountants should state in their comfort
letter that ( a ) reading letters of other accountants was one of the
procedures followed, and ( b ) the procedures performed by the
principal accountants (other than reading the letters of the other
accountants) relate solely to ( 1 ) companies examined by the principal accountants and ( 2 ) the consolidated financial statements. An
appropriate manner of expressing these comments where the letters
of the other accountants do not disclose matters which affect the
negative assurance given is shown in Example H. If the letters of
the other accountants disclose decreases in financial-statement items
or any other matters that affect the negative assurance that is given,
the principal accountants should make mention of these matters in
their letter. Where appropriate, the principal accountants may comment that there were no decreases in the consolidated financialstatement items despite the decreases mentioned by the other auditors. In such a case, the principal accountants could give negative
assurance that nothing had come to their attention regarding the
consolidated financial statements as a result of the specified procedures (which, so far as the related company was concerned, consisted solely of reading the other accountants' letter) that caused
them to believe that . . . .
.34 At the earliest practicable date, the client should advise any
other accountants who may be involved as to any letter that may
be required from them and should arrange for them to receive a
draft of the underwriting agreement so that they may make arrange§
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merits at an early date for the preparation of a draft of their letter
(a copy of which draft should be furnished to the principal accountants ) and for the performance of their procedures. In addition, the
underwriter may desire to meet with the other accountants for the
purposes discussed in paragraph .05.
.35 When a comfort letter is furnished to other accountants, it
should be addressed in accordance with paragraph .10, with copies
furnished to the principal accountants and their client. The letter
should contain a concluding paragraph along the lines suggested
in paragraph .42.
Tables, Statistics, and Other
Financial Information
.36 The underwriting agreement sometimes calls for a comfort
letter which includes comments on tables, statistics, and other
financial information appearing in the registration statement.
.37 The accountants should refrain from commenting on matters
to which their competence as independent public accountants has
little relevance. Accordingly, except as indicated in the next sentence, they should comment only with respect to information ( a )
which is expressed in dollars (or percentages derived from such
dollar amounts) and has been obtained from accounting records
which are subject to the internal controls of the company's accounting system or ( b ) which has been derived directly from such
accounting records by analysis or computation. The accountants
may also comment on quantitative information which has been obtained from an accounting record if the information is of a type
that is subject to the same controls as the dollar amounts. Accountants should not comment on matters involving primarily the exercise of business judgment of management. For example, changes
between periods in gross profit ratios or net income may be caused
by factors that are not necessarily within the expertise of accountants. Similarly, even though the accountants might appropriately
comment on amounts shown as profit contributions for each line of
business as defined by management (see paragraph .40), it would
seldom be appropriate for them to comment on the reasonableness
of management's determination of the client's lines of business. The
accountants should not comment on matters merely because they
happen to be present and are capable of reading, counting, measur§630.37
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ing, or performing other functions which might be applicable. Examples of matters that, unless subjected to the internal controls of
the formal accounting system (which is not ordinarily the case),
should not be commented on by the accountants include square
footage of facilities, number of employees (except as related to a
given payroll period), and backlog information. The accountants
should not comment on tables, statistics, and other financial information relating to an unaudited period unless they have made an
examination of the client's financial statements for a period including or immediately prior to the unaudited period or have completed
an examination for a later period.
.38 As with comments relating to financial statement information, it is important that the procedures followed by the accountants
with respect to other information be clearly set out in the comfort
letter, in both draft and final form, so that there will be no misunderstanding as to the basis of comments thereon. Further, so that
there will be no implication that the accountants are furnishing any
assurance as to the sufficiency of the procedures for the underwriter's intended purpose, it is advisable for the comfort letter to
contain a statement to this effect. An appropriate way of expressing this is shown in numbered paragraph 10 of Example I. (See
paragraph .07.)
.39 In order to avoid ambiguity, the specific information commented on in the letter should be identified by reference to captions, tables, page numbers, or specific paragraphs or sentences. It
should not refer, for example, to "all financial and statistical information" set forth ( a ) in the registration statement, ( b ) under specific captions, or ( c ) in response to specific item numbers in the
registration statement.
.40 Comments in the comfort letter concerning tables, statistics,
and other financial information appearing in the registration statement should be made in the form of a description of the procedures
followed, the findings (ordinarily expressed in terms of agreement
between items compared), and in some cases, as described below,
statements with respect to the acceptability of methods of allocation used in deriving the figures commented upon. Whether comments upon the allocation of income or expense items between such
categories as military and commercial sales, or lines of business,
may appropriately be made will depend upon the extent to which
§
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such allocation is made in, or can be derived directly by analysis
or computation from, the client's accounting records. In any event
such comments, if made, should make clear that such allocations
are to a substantial extent arbitrary, that the method of allocation
used is not the only acceptable one, and that other acceptable
methods of allocation mig;ht produce significantly different results.
Appropriate ways of expressing such comments are shown in Example I.
.41 In comments concerning tables, statistics, and other financial information the expression, "presents fairly" (or a variation of
it), should not be used. That expression, when used by independent
certified public accountants, ordinarily relates to presentation of
financial statements and should not be used in commenting on other
types of information. Except with respect to requirements for financial statements, the question of what constitutes appropriate information for compliance with the requirements of a particular item
of the registration statement form is a matter of legal interpretation
outside the competence of the accountants. Consequently, the letter
should state that the accountants make no representations as to any
matter of legal interpretation. Since the accountants will not be in
a position to make any representations as to the completeness or
adequacy of disclosure or as to the adequacy of the procedures
followed, the letter should so state. It should point out as well that
such procedures would not necessarily disclose material misstatements or omissions in the information to which the comments relate.
An appropriate manner of expressing the comments is shown in
Example I.
Concluding Paragraph

.42 In order to avoid misunderstanding as to the purpose and
intended use of the comfort letter, it is desirable that the letter
conclude with a paragraph along the following lines:
This letter is solely for the information of, and assistance to, the
underwriters in conducting and documenting their investigation of
1

1

When the letter is furnished by the accountants for a subsidiary who are not
accountants for the parent company, it should include at this point the following phrase: "and for the use of the accountants for [name of issuer] in
furnishing their letter for the underwriters."
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the affairs of the Company in connection with the offering of the
securities covered by the Registration Statement, and is not to be
used, circulated, quoted, or otherwise referred to within or without
the underwriting group for any other purpose, including but not
limited to the registration, purchase, or sale of securities, nor is it to
be filed with or referred to in whole or in part in the Registration
Statement or any other document, except that reference may be
made to it in the underwriting agreement or in any list of closing
documents pertaining to the offering of the securities covered by the
Registration Statement.
Miscellaneous
.43 Accountants who discover matters that may require mention in the final comfort letter but which are not mentioned in the
draft letter that has been furnished to the underwriter, such as
decreases or changes in specified items not disclosed in the registration statement (see paragraphs .21 and .27), will naturally want
to discuss them with their client, so that consideration can be given
to whether disclosure should be made in the registration statement.
If such disclosure is not to be made, the accountants should inform
the client that mention thereof will be made in the comfort letter
and suggest that the underwriter be promptly so informed. It is
recommended that the accountants be present when such matters
are discussed between the client and the underwriter.
Examples
.44 The contents of letters for underwriters vary, depending on
the extent of the information in the registration statement and the
wishes of the underwriter. The following are examples of letters
for underwriters, or portions of such letters.
Example A: Typical Letter

.45 The matters covered in a typical comfort letter are described
below:
a. A statement as to the independence of the accountants (paragraph .12).
b. An opinion as to whether the audited financial statements and
schedules included in the registration statement comply as to
form in all material respects with the applicable accounting
§630.43
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requirements of the Act and the published rules and regulations
thereunder (paragraph .13).
c. Negative assurances as to whether the unaudited financial statements and schedules included in the registration statement
(paragraphs .16-.18):
(i) Comply as to form with the applicable accounting requirements of the Act and the published rules and regulations
thereunder.
(ii) Are fairly presented in conformity with generally accepted
accounting principles on a basis substantially consistent
with that of the audited financial statements and schedules
included therein.
d. Negative assurances as to whether, during a specified period
following the date of the latest financial statements in the registration statement and prospectus, there has been any change in
capital stock or long-term debt or any decrease in other specified
financial-statement items (paragraphs .16 and .21—.26).
Example A is a letter covering all items described immediately
above. Letters which cover some of the items may be developed
by omitting inapplicable portions of Example A.
Example A assumes the following circumstances. The prospectus
(Part I of the registration statement) includes consolidated balance
sheets at December 31, 1970 (audited), and March 31, 1971 (unaudited); consolidated statements of income, retained earnings, and
changes in financial position for the three years ended December
31, 1970 (audited), and the three months ended March 31, 1971
(unaudited); and a consolidated summary of earnings for the five
years ended December 31, 1970 (audited), and the three-month
periods ended March 31, 1970 and 1971 (both unaudited). Part II
of the registration statement includes consolidated financial schedules for the three years ended December 31, 1970 (audited), and
the three months ended March 31, 1971 (unaudited). The effective
date is June 23, 1971. The cutoff date is June 25, 1971, and the letter
is dated June 30, 1971.
Frequently, the income statement information is expanded to
include all of the periods for which a summary of earnings is required and a separate summary of earnings is omitted. In this situation, Example A would be modified by expanding the references
§
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to the consolidated statements of income to cover the appropriate
periods and omitting the references to the summary of earnings.
Each of the comments in the letter is in response to a requirement of the underwriting agreement. For purposes of Example A,
the income-statement items of the current interim period are to be
compared with those of the corresponding period of the preceding
year.
June 30, 1971

[Addressee]
Dear Sirs:
We have examined the consolidated financial statements and
schedules of The Blank Company, Inc. (the "Company") and subsidiaries as of December 31, 1970, and for the three years then ended,
and the related summary of earnings for the five years then ended
included in the Registration Statement (No. 2-00000) on Form S-1
filed by the Company under the Securities Act of 1933 (the "Act");
our reports with respect thereto are also included in such Registration Statement. Such Registration Statement, as amended as of June
23, 1971, is herein referred to as the "Registration Statement." In
connection with the Registration Statement:
1. We are independent certified public accountants with respect
to The Blank Company, Inc. within the meaning of the Act and the
applicable published rules and regulations thereunder, and the answer to Item 24 of the Registration Statement is correct insofar as it
relates to us.
2. In our opinion [include the phrase, "except as disclosed in the
Registration Statement," if applicable], the financial statements and
schedules and the summary of earnings examined by us and included
or incorporated by reference in the Registration Statement comply
as to form in all material respects with the applicable accounting
requirements of the Act and the published rules and regulations
thereunder.
3. We have not examined any financial statements of the Company
as of any date or for any period subsequent to December 31, 1970;
although we have made an examination for the year ended December 31, 1970, the purpose (and therefore the scope) of such examination was to enable us to express our opinion on the financial statements as of December 31, 1970, and for the year then ended, but not
on the financial statements for any interim period within such year.
Therefore, we are unable to and do not express any opinion on the
unaudited consolidated balance sheet as of March 31, 1971; interim
consolidated statements of income, retained earnings, and changes
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in financial position for the three months then ended; interim consolidated summary of earnings for the three-month periods ended
March 31, 1971 and 1970; the related schedules included in the
Registration Statement; or on the financial position, results of operations, or changes in financial position as of any date or for any period subsequent to December 31, 1970.
4. For purposes of this letter we have read the 1971 minutes of
the stockholders, the Board of Directors, and [include other appropriate committees, if any] of the Company and its subsidiaries as set
forth in the minute books at June 25, 1971, officials of the Company
having advised us that the minutes of all such meetings through that
date were set forth therein, and have carried out other procedures to
June 25, 1971 (our work did not extend to the period from June 26,
1971, to June 30, 1971, inclusive), as follows:
a. With respect to the three-month periods ended March 31, 1970
and 1971, we have:
(1) read the unaudited consolidated summary of earnings for
these periods included in the Registration Statement;
(2) read the unaudited consolidated balance sheet as of March
31, 1971, and unaudited consolidated statements of income,
retained earnings, and changes in financial position for the
three months then ended and the related unaudited schedules included in the Registration Statement; and
(3) made inquiries of certain officials of the Company who have
responsibility for financial and accounting matters as to (i)
whether the unaudited financial statements, summary of
earnings, and schedules referred to under a ( l ) and (2)
above comply as to form in all material respects with the
applicable accounting requirements of the Act and the published rules and regulations thereunder; (ii) whether said
financial statements are fairly presented, and the information in said summary is fairly summarized, in conformity
with generally accepted accounting principles applied on a
basis substantially consistent with that of the audited financial statements and summary of earnings included in the
Registration Statement; and (iii) whether said unaudited
schedules, when considered in relation to the basic unaudited financial statements, present fairly in all material
respects the information shown therein.
b. With respect to the period from April 1, 1971, to May 31, 1971,
we have:
(1) read the unaudited consolidated financial statements of the
§ 630.45
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Company and subsidiaries for April and May of both 1970
and 1971 furnished us by the Company, officials of the Company having advised us that no such financial statements as
of any date or for any period subsequent to May 31, 1971,
were available; and
(2) made inquiries of certain officials of the Company who have
responsibility for financial and accounting matters as to
whether the unaudited financial statements referred to
under b ( l ) above are stated on a basis substantially consistent with that of the audited financial statements included
in the Registration Statement.
The foregoing procedures do not constitute an examination made in
accordance with generally accepted auditing standards. Also, they
would not necessarily reveal matters of significance with respect to
the comments in the following paragraph. Accordingly, we make
no representations as to the sufficiency of the foregoing procedures
for your purposes.
5. Nothing came to our attention as a result of the foregoing procedures, however, that caused us to believe that:
a. (i) the unaudited financial statements, summary of earnings, and
schedules described in 4 a ( l ) and (2) above, included in the
Registration Statement, do not comply as to form in all material
respects with the applicable accounting requirements of the Act
and the published rules and regulations thereunder; (ii) said
financial statements are not fairly presented, or the information
in said summary is not fairly summarized, in conformity with
generally accepted accounting principles applied on a basis substantially consistent with that of the audited financial statements
and summary of earnings; or (iii) said unaudited schedules, when
considered in relation to the basic unaudited financial statements,
do not present fairly in all material respects the information
shown therein; or
b. (i) at May 31, 1971, there was any change in the capital stock or
long-term debt of the Company and subsidiaries consolidated or
any decreases in consolidated net current assets or net assets as
compared with amounts shown in the March 31, 1971, balance
sheet included in the Registration Statement or (ii) for the
period from April 1, 1971, to May 31, 1971, there were any decreases, as compared with the corresponding period in the preceding year, in consolidated net sales or in the total or per-share
amounts of income before extraordinary items or of net income,
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except in all instances for changes or decreases which the Registration Statement discloses have occurred or may occur.
6. As mentioned under 4b, Company officials have advised us that
no consolidated statements as of any date or for any period subsequent to May 31, 1971, are available; accordingly, the procedures
carried out by us with respect to changes in financial-statement items
after May 31, 1971, have, of necessity, been even more limited than
those with respect to the periods referred to in 4. We have made
inquiries of certain officials of the Company who have responsibility for financial and accounting matters as to whether (i) there
was any change at June 25, 1971, in the capital stock or longterm debt of the Company and subsidiaries consolidated or any
decreases in consolidated net current assets or net assets as compared with amounts shown on the March 31, 1971, consolidated balance sheet included in the Registration Statement; or (ii) for the
period from April 1, 1971, to June 25, 1971, there were any decreases,
as compared with the corresponding period in the preceding year, in
consolidated net sales or in the total or per-share amounts of income
before extraordinary items or of net income. On the basis of these
inquiries and our reading of the minutes as described in 4, nothing
came to our attention that caused us to believe that there was any
such change or decrease, except in all instances for changes or
decreases which the Registration Statement discloses have occurred
or may occur.
7. This letter is solely for the information of, and assistance to, the
underwriters in conducting and documenting their investigation of
the affairs of the Company in connection with the offering of the
securities covered by the Registration Statement, and is not to be
used, circulated, quoted, or otherwise referred to within or without
the underwriting group for any other purpose, including but not
limited to the registration, purchase, or sale of securities, nor is it to
be filed with or referred to in whole or in part in the Registration
Statement or any other document, except that reference may be
made to it in the underwriting agreement or in any list of closing
documents pertaining to the offering of the securities covered by the
Registration Statement.
Example B: Alternate
Wording
To Present Interim Earnings

for Companies That Are
Permitted
Data for Twelve-Month
Period

.46 Certain types of companies are permitted to include earnings data for a twelve-month period to the date of the latest balance
sheet furnished in lieu of earnings data for both the interim period
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between the end of the latest fiscal year and the date of the latest
balance sheet and the corresponding period of the preceding fiscal
year. In addition to the foregoing, Example B assumes that the
income statement is substituted for the summary of earnings. The
following would be substituted for the applicable part of numbered
paragraph 3 of Example A.
3. . . . was to enable us to express our opinion as to the financial
statements as of December 31, 1970, and for the year then ended, but
not as to the financial statements for any period included in part
within such year. Therefore, we are unable to and do not express
any opinion on the unaudited consolidated balance sheet as of
March 31, 1971, the consolidated statement of income for the twelve
months then ended, the statements of retained earnings and changes
in financial position for the three months then ended, and the related
schedules included in the Registration Statement. . . .
Example C: Letter Reaffirming Comments in Example A
As of a Later Date

.47 If more than one comfort letter is requested, the later letter
may, if appropriate, make reference to information appearing in the
earlier letter without repeating such information (see paragraph
.09). Example C reaffirms and updates the information in Example A.
July 25, 1971
[Addressee]
Dear Sirs:
We refer to our letter of [date of Example A] relating to the Registration Statement (No. 2-00000) of The Blank Company, Inc. We
reaffirm as of the date hereof (and as though made on the date
hereof) all statements made in that letter, except that, for the purposes of this letter:
1. The Registration Statement to which this letter relates is as
amended as of July 13, 1971 [effective date].
2. The reading of minutes described in paragraph 4 of that letter
has been carried out through July 20, 1971 [the new cutoff date].
3. The procedures and inquiries covered in paragraph 4 of that
letter were carried out to July 20, 1971 [the new cutoff date] (our
work did not extend to the period from July 21, 1971, to July 25, 1971
[date of letter], inclusive).
4. The period covered in paragraph 4b of that letter is changed
to the period from April 1, 1971, to June 30, 1971; officials of the
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Company have advised us that the latest available financial statements are for the month of June 1971.
5. The references to May 31, 1971, in paragraph 5b of that letter
are changed to June 30, 1971.
6. The references to May 31, 1971, and June 25, 1971, in paragraph
6 of that letter are changed to June 30, 1971, and July 20, 1971, respectively.
7. This letter is solely for the information of, and assistance to, the
underwriters in conducting and documenting their investigation of
the affairs of the Company in connection with the offering of the
securities covered by the Registration Statement, and is not to be
used, circulated, quoted, or otherwise referred to within or without
the underwriting group for any other purpose, including but not
limited to the registration, purchase, or sale of securities, nor is it to
be filed with or referred to in whole or in part in the Registration
Statement or any other document, except that reference may be
made to it in the underwriting agreement or in any list of closing
documents pertaining to the offering of the securities covered by the
Registration Statement.
Example D: Alternate Wording When SEC Has Agreed to a
Departure From its Published Accounting Requirements
.48 Example D is applicable when ( a ) there is a departure
from the applicable accounting requirements of the Act and the
published rules and regulations thereunder and ( b ) representatives of the SEC have agreed to such departure. Numbered paragraph 2 of Example A would be revised to read as follows:
In our opinion [include the phrase "except as disclosed in the
Registration Statement," if applicable], the financial statements and
schedules and the summary of earnings examined by us and included
or incorporated by reference in the Registration Statement comply
as to form in all material respects with the applicable accounting
requirements of the Act and the published rules and regulations
thereunder; however, as agreed to by representatives of the SEC,
separate parent-company financial statements and schedules as required by Instruction 1 as to Financial Statements for Form S-1 have
been omitted.
Numbered paragraph 5a of Example A would be revised in part
to read as follows:
(i) . . . do not comply as to form in all material respects with the
applicable accounting requirements of the Act and of the published
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rules and regulations thereunder; however, as agreed to by representatives of the SEC, separate parent-company financial statements
and schedules as required by Instruction 1 as to Financial Statements
for Form S-1 have been omitted, (ii) . . .
Example E: Alternate Wording When Recent Earnings
Are Presented in Capsule Form

Data

.49 Example E is applicable when ( a ) the information shown
in the summary of earnings (or statement of income) in the registration statement is supplemented (usually in a paragraph following the summary) by later information regarding sales and earnings
(capsule information) and ( b ) the accountants are asked to comment on such information (paragraph .19). T h e same facts exist as
in Example A except for the following:
1. Sales, net income (no extraordinary items), and earnings per
share for the six-month periods ended June 30, 1970 and 1971 ( b o t h
u n a u d i t e d ) , are included in a paragraph following the summary
of earnings.
2. No statements later than those for June 1971 are available.
3. T h e letter is dated July 25, 1971, and the cutoff date is July 20,
1971.
Numbered paragraphs 4, 5, and 6 of Example A should be revised to read as follows:
4. For purposes of this letter we have read the 1971 minutes . . .
and have carried out other procedures to July 20, 1971 (our work
did not extend to the period from July 21, 1971, to July 25, 1971, inclusive ), with respect to the six-month periods ended June 30, 1970
and 1971, as follows:
a. read the unaudited consolidated summary of earnings for the
three-month periods ended March 31, 1970 and 1971, included in
the Registration Statement;
b. read the unaudited consolidated balance sheet as of March 31,
1971, and the unaudited consolidated statements of income, retained earnings, and changes in financial position for the three
months then ended and the related unaudited schedules included
in the Registration Statement;
c. read the unaudited amounts for sales, net income, and earnings
per share for the six-month periods ended June 30, 1970 and
1971, as set forth in the paragraph following the summary of
earnings, and read the unaudited consolidated financial state§630.49
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ments furnished us by the Company for those periods, from
which said amounts were derived; and
d. made inquiries of certain officials of the Company who have
responsibility for financial and accounting matters as to (i)
whether the unaudited financial statements, summary of earnings, and schedules referred to under a and b above comply as
to form in all material respects with the applicable accounting
requirements of the Act and the published rules and regulations
thereunder; (ii) whether said financial statements are fairly presented, and the information in said summary is fairly summarized,
in conformity with generally accepted accounting principles applied on a basis substantially consistent with that of the audited
financial statements and summary of earnings included in the
Registration Statement; (iii) whether said unaudited schedules,
when considered in relation to the basic unaudited financial statements, present fairly in all material respects the information
shown therein; and (iv) whether the unaudited amounts referred
to under c above are stated on a basis substantially consistent
with that of the corresponding amounts in the audited statements
of income.
The foregoing procedures do not constitute an examination made in
accordance with generally accepted auditing standards. Also, they
would not necessarily reveal matters of significance with respect to
the comments in the following paragraph. Accordingly, we make no
representations as to the sufficiency of the foregoing procedures for
your purposes.
5. Nothing came to our attention as a result of the foregoing procedures, however, that caused us to believe that:
a. (i) the unaudited financial statements, summary of earnings, and
schedules described in 4a and b above, included in the Registration Statement, do not comply as to form in all material respects
with the applicable accounting requirements of the Act and the
published rules and regulations thereunder; (ii) said financial
statements are not fairly presented, or the information in said
summary is not fairly summarized, in conformity with generally
accepted accounting principles applied on a basis substantially
consistent with that of the audited financial statements and summary of earnings; or (iii) said unaudited schedules, when considered in relation to the basic unaudited financial statements,
do not present fairly in all material respects the information
shown therein;
b. the unaudited sales and net income amounts referred to under 4c
were not determined on a basis substantially consistent with that
§ 630.49
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of the corresponding amounts in the audited statements of income; or
c. at June 30, 1971, there was any change in the capital stock or
long-term debt of the Company and subsidiaries consolidated or
any decreases in consolidated net current assets or net assets as
compared with amounts shown in the March 31, 1971, consolidated balance sheet included in the Registration Statement, except for changes or decreases which the Registration Statement
discloses have occurred or may occur.
6. Company officials have advised us that no consolidated statements as of any date or for any period subsequent to June 30, 1971,
are available; accordingly, the procedures carried out by us with
respect to changes in financial-statement items after June 30, 1971,
have, of necessity, been even more limited than those with respect to
the periods referred to in 4. We have made inquiries of certain
officials of the Company who have responsibility for financial and
accounting matters as to whether (i) at July 20, 1971, there was
any change in the capital stock or long-term debt of the Company
and subsidiaries consolidated or any decreases in consolidated net
current assets or net assets as compared with amounts shown on the
March 31, 1971, balance sheet included in the Registration Statement; or (ii) for the period from July 1, 1971, to July 20, 1971, there
were any decreases, as compared with the corresponding period in
the preceding year, in consolidated net sales or in the total or pershare amounts of income before extraordinary items or of net income. On the basis of these inquiries and our reading of the minutes
as described in 4, nothing came to our attention that caused us to
believe that there was any such change or decrease, except in all
instances for changes or decreases which the Registration Statement discloses have occurred or may occur.

Example F: Alternate Wording When Accountants Are Aware of
A Decrease in a Specified Financial-Statement Item
.50 Example F covers a situation in which the accountants are
aware of a decrease in a financial-statement item on which they are
requested to comment (paragraphs . 2 1 - 2 6 ) . The same facts exist
as in Example A except for the decrease covered in the following
change in numbered paragraph 5b.
5b. (i) at May 31, 1971, there was any change in the capital stock
or long-term debt of the Company and subsidiaries consolidated
§ 630.50
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or any decrease in consolidated net assets as compared with
amounts shown in the March 31, 1971, consolidated balance
sheet included in the Registration Statement; or (ii) for the
period from April 1, 1971, to May 31, 1971, there were any decreases, as compared with the corresponding period in the preceding year, in consolidated net sales or the total or per-share
amounts of income before extraordinary items or net income,
except in all instances for changes or decreases which the Registration Statement discloses have occurred or may occur; except
that the unaudited consolidated balance sheet as of May 31, 1971,
which we were furnished by the Company, showed a decrease
from March 31, 1971, in consolidated net current assets as follows
(in thousands of dollars):
Current
Assets
March 31, 1971
May 31, 1971

$4,251
3,986

Current
Liabilities
$1,356
1,732

Net Current
Assets
$2,895
2,254

6. As mentioned under 4b, Company officials have advised us that
no consolidated statements as of any date or for any period subsequent to May 31, 1971, are available; accordingly, the procedures
carried out by us with respect to changes in financial-statement items
after May 31, 1971, have, of necessity, been even more limited than
those with respect to the periods referred to in 4. We have made
inquiries of certain officials of the Company who have responsibility for financial and accounting matters as to whether (i) there
was any change at June 25, 1971, in the capital stock or longterm debt of the Company and subsidiaries consolidated or any
decreases in consolidated net current assets or net assets as compared with amounts shown on the March 31, 1971, consolidated
balance sheet included in the Registration Statement; or (ii) for the
period from April 1, 1971, to June 25, 1971, there were any decreases,
as compared with the corresponding period in the preceding year, in
consolidated net sales or in the total or per-share amounts of income
before extraordinary items or of net income. On the basis of these
inquiries and our reading of the minutes as described in 4, nothing came to our attention that caused us to believe that there
was any such change or decrease except in all instances for changes
or decreases which the Registration Statement discloses have occurred or may occur and except as described in the following sentence. We have been informed by officials of the Company that
there continues to be a decrease in net current assets that is estimated
to be approximately the same amount as set forth in 5b [or such
other disclosure as fits the circumstances].
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Example G: Alternate Wording When Accountants'
Contains a Qualification

Opinion

.51 Example G is applicable when the accountants' opinion on
the audited financial statements included in the registration statement contains a qualification regarding a matter that may also
affect the unaudited financial statements included in the registration statement. T h e introductory paragraph in Example A would
be revised as indicated in paragraph .30. T h e following would be
substituted for numbered paragraph 5a in Example A.
5a. subject to the effect of final settlement of the tax matters discussed in Note 3 to the financial statements (which resulted in
the qualification of our opinion as referred to in the introductory
paragraph of this letter), (i) the unaudited financial statements,
summary of earnings, and schedules described in 4 a ( l ) and (2)
above. . .
T h e possible effect of the qualification should also be evaluated
to determine whether it also requires mention in the comments on
subsequent changes ( n u m b e r e d paragraph 5b of Example A ) . This
might occur if the relative possible effect on net income of the
matter to which the qualification relates is increasing.
Example H: Alternate Wording When More Than One
Accountant Is Involved
.52 Example H applies when more than one accountant is involved in the examination of the financial statements of a business
and the principal accountants have obtained a copy of the comfort
letter of the other accountants (paragraph .33). Example H consists of an addition of a subparagraph c to n u m b e r e d paragraph 4,
a substitution for the applicable part of n u m b e r e d paragraph 5,
and an addition to numbered paragraph 6 of Example A.
4c. We have read the letter dated
of [the other
accountants] with regard to [the related company].
5. Nothing came to our attention as a result of the foregoing procedures (which, so far as [the related company] is concerned,
consisted solely of reading the letter referred to in 4c above),
however, that caused us to believe that. . . .
6. . . . On the basis of these inquiries and our reading of the minutes
and the letter dated
of [the other accountants] with regard to [the related company] as described in
§630.51
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4, nothing came to our attention that caused us to believe that
there was any such change or decrease except in all instances for
changes or decreases which the Registration Statement discloses
have occurred or may occur.
Example I: Comments on Tables, Statistics, and Other
Financial Information
.53 Example I is applicable when the accountants are asked to
comment on tables, statistics, or other compilations of information
appearing in a registration statement (paragraphs .36-.41). Each
of the comments is in response to a. specific request. The paragraphs in Example I are intended to follow numbered paragraph 6
in Example A.
7. For purposes of this letter, we have also read the following, set
forth in the Registration Statement on the indicated pages.
1

Item Page
a.

4

b.

13

c.

22

d.

33

Description
"Capitalization." The amounts under the captions
"Amount Outstanding as of June 15, 1971" and "As
Adjusted." The related notes, except the following in
Note 2: "See 'Transactions with Interested Persons.'
From the proceeds of this offering the Company intends to prepay $90,000 on these notes, pro rata. See
'Use of Proceeds.'"
"History and Business—Sales and Marketing." The
table following the first paragraph.
"Remuneration." The table at the bottom of the page,
except as to estimated annual benefits upon retirement.
"Revenue Sources." The amounts in the first paragraph and the table following that paragraph.

8. Our examination of the financial statements for the periods
referred to in the introductory paragraph of this letter comprised
1

In some cases it may be considered desirable to combine in one paragraph
the substance of paragraphs 7 and 9. This may be done by expanding the
identification of items in paragraph 9 to provide the identification information contained in paragraph 7. In such cases, the introductory sentences
in paragraphs 7 and 9 and the text of paragraph 8 might be combined as
follows:
For purposes of this letter, we have also read the following information and have performed the additional procedures stated below with
respect to such information. Our examination of the financial statements. . . .
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audit tests and procedures deemed necessary for the purpose of
expressing an opinion on such financial statements taken as a whole.
For neither the periods referred to therein nor any other period did
we perform audit tests for the purpose of expressing an opinion on
individual balances of accounts or summaries of selected transactions such as those enumerated above and, accordingly, we express
no opinion thereon.
9. However, for purposes of this letter we have performed the
following additional procedures, which were applied as indicated
with respect to the items enumerated above:
Item
in 7 above

Procedures and Findings

a. We compared the amounts and numbers of shares listed under
the caption, "Amount Outstanding as of June 15, 1971," with
the balances in the appropriate accounts in the Company's
general ledger at May 31, 1971 (the latest date for which postings had been made), and found them to be in agreement.
We were informed by officials responsible for financial and
accounting matters that there had been no changes in such
amounts and numbers of shares between May 31, 1971, and
June 15, 1971. We compared the amounts and numbers of shares
listed under the caption "Amount Outstanding as of June 15,
1971" adjusted for the issuance of the Debentures to be offered
by means of the Registration Statement and for the proposed
use of a portion of the proceeds thereof to prepay portions of
certain notes, as described under "Use of Proceeds," with the
amounts and numbers of shares shown under the caption, "As
Adjusted," and found such amounts and numbers of shares to
be in agreement (however, we make no comments as to the
reasonableness of the "Use of Proceeds" or whether such use
will actually take place). We compared the description of the
securities and the information (except certain information in
Note 2 referred to in 7 above) included in the notes to the table
with the corresponding descriptions and information in the Company's consolidated financial statements, including the notes
thereto included in the Registration Statement, and found such
descriptions and information to be in agreement.
b. We compared the amounts of military sales, commercial sales,
and total sales shown in the Registration Statement with the
balances in the appropriate accounts in the Company's general
ledger for the respective fiscal years and for the unaudited
interim periods and found them to be in agreement (however,
we make no comments as to the appropriateness of such classi§ 630.53
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Procedures and Findings

fication or the manner in which such classification has been
made). We computed the approximate percentages of such
amounts of military sales and commercial sales to total sales for
the respective fiscal years and for the unaudited interim periods.
We compared the computed percentages with the corresponding percentages appearing in the Registration Statement and
found them to be in agreement.
c. We compared the amounts of direct remuneration listed in the
Registration Statement with the corresponding amounts shown
by the individual employee earnings records for the year 1970
and found them to be in agreement.
d. We compared the amounts of sales and contributions to profit
for each line of business for the years 1968, 1969, and 1970
and the three months ended March 31, 1971, appearing in the
Registration Statement with the corresponding amounts shown
by an analysis prepared by the Company and found such
amounts to be in agreement (however, we make no comments
as to the appropriateness of the determination by the Company
as to what constitutes its lines of business). We compared the
amounts of total sales and total contributions to profit of the
several lines of business for each of the periods mentioned in
the preceding sentence with the corresponding amounts shown
in the financial statements for such periods appearing in the
Registration Statement and found such amounts to be in agreement. We computed the approximate percentages of the total
amounts of sales and net income for each line of business for
each of the periods mentioned in the preceding sentence. We
compared the computed percentages with the corresponding
percentages appearing in the Registration Statement and found
them to be in agreement. We compared the sales and cost of
sales shown in the analysis referred to above for each line of
business with the balances in the appropriate accounts in the
Company's general ledger for the respective fiscal years and for
the unaudited interim periods and found them to be in agreement. Officials responsible for financial and accounting matters
described to us the methods used in the analysis referred to
above in allocating certain costs and expenses, including income tax expense, among the several lines of business, but we
did not test the application of the procedures. Although nothing
came to our attention as a result of the foregoing that caused
us to believe that the method of allocation employed is not
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Item
in 7 above
Procedures and Findings
acceptable, it should be understood that the allocations are to
a substantial extent necessarily arbitrary and that other acceptable methods of allocation might produce significantly different results.
10. It should be understood that we make no representations
as to questions of legal interpretation or as to the sufficiency for
your purposes of the procedures enumerated in the preceding
paragraph; also, such procedures would not necessarily reveal any
material misstatement of the amounts or percentages listed above.
Further, we have addressed ourselves solely to the foregoing data
as set forth in the Registration Statement and make no representations as to the adequacy of disclosure or as to whether any material
facts have been omitted.
11. This letter is solely for the information of, and assistance to,
the underwriters in conducting and documenting their investigation of the affairs of the Company in connection with the offering of
the securities covered by the Registration Statement, and is not
to be used, circulated, quoted, or otherwise referred to within or
without the underwriting group for any other purpose, including
but not limited to the registration, purchase, or sale of securities,
nor is it to be filed with or referred to in whole or in part in the
Registration Statement or any other document, except that reference may be made to it in the underwriting agreement or in any
list of closing documents pertaining to the offering of the securities
covered by the Registration Statement.

640

Reports on Internal Control

.01 Independent auditors are sometimes requested to furnish
reports on their evaluation of internal control for use by management, regulatory agencies, other independent auditors, or the general public. The purpose of this section is to improve the understanding of such reports with reference to the nature and effectiveness of internal control and the independent auditor's evaluation
of it. For reports on internal control based on criteria established
by governmental agencies, see section 641.
.02 As used herein, management includes directors, officers,
and others who perform managerial functions; regulatory agencies
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include both governmental and other agencies, such as stock exchanges, that exercise regulatory, supervisory, or other public administrative functions; and the general public includes present and
prospective investors, creditors, customers, and others who have an
interest in particular organizations.
Usefulness of Reports on Internal Control
.03 Because of the technical nature and complexity of internal
accounting control and the consequent problem of understanding
reports thereon, questions have been raised as to whether such
reports serve a useful purpose for all persons to whom they might
be issued. The usefulness of such reports depends on the understanding of the reports and on the action that can be taken by those
to whom the reports are issued. The expected usefulness to the
principal classes or groups of such persons is discussed in paragraphs .04-.11.
Management, Regulatory Agencies, and Independent Auditors

.04 Management is responsible for establishing and maintaining internal accounting control. Regulatory agencies may be concerned with such control because it is relevant to their primary
regulatory purpose or to the scope of their examination functions.
Independent auditors of one entity or organization unit may be
concerned with internal accounting control of another because it
is relevant to the scope of their examination. It may be presumed
that these groups include persons whose training and experience
or intimate knowledge of the organization should provide a reasonable basis for understanding the nature and effectiveness of internal
accounting control and the auditor's evaluation of it. Consequently,
it is evident that reports on internal accounting control can serve
a useful purpose for management, regulatory agencies, and other
independent auditors.
General Public

.05 In contrast to the foregoing groups, the usefulness of reports
on internal accounting control to the general public is questionable.
The groups discussed in the preceding paragraph are directly concerned with internal accounting control and are in a position to
take direct action as a result of reports thereon. On the other hand,
§ 640.05
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any possible action that could be taken by the general public as a
result of such reports would be indirect since it ordinarily would
be limited to making decisions about either a company's financial
statements or its management. The usefulness of reports on internal accounting control for these purposes is discussed in the
next three paragraphs.
.06 Insofar as audited financial statements are concerned, the
auditor's evaluation of internal accounting control is only an intermediate step in forming the opinion he expresses on such statements. Therefore, an auditor's report on his evaluation of internal
accounting control would not provide any additional credibility
to audited financial statements.
.07 Insofar as interim or other unaudited financial statements
are concerned, a report on an auditor's evaluation of internal
accounting control for an earlier period could only be used to project the evaluation into the future as a basis for reliance on the
unaudited statements. Depending on the evaluation expressed in
the report, such projections into the future could either increase
or decrease the reliance that otherwise would be placed on the
unaudited statements. Some believe that such projections would
serve a useful purpose because the public is interested in unaudited
statements and because the effectiveness of internal accounting
control has a bearing on the probability that such statements will
be reliable. Although conceding the relevance of internal accounting control in this respect, others believe that projections of auditors' evaluations thereof would result in either unwarranted reliance
on, or unduly negative inferences concerning, unaudited financial
statements. The latter group believes that unwarranted reliance
would result from improper understanding of the inherent limitations on any system of internal accounting control, of the purpose
and scope of the auditor's evaluation, and of the risks of projecting
such evaluations into the future. Conversely, this same group believes unduly negative inferences would result from improper
understanding that weaknesses in internal accounting control relate to conditions that could, but would not necessarily, cause
unaudited financial statements to be misleading.
.08 There are also different views as to the usefulness of reports
on internal accounting control for the purpose of making decisions
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about management's performance. Some believe such reports would
be useful for that purpose because internal accounting control is
an important area of management responsibility. Others believe
the relative importance of this area of management responsibility,
as compared to other areas for which reports are not presently
available or feasible, is such that reports on internal accounting
control alone would result in distorted appraisals of management
performance.
.09 Although the general public has been defined broadly, it is
recognized that within this group there may be considerable variation in the degree to which the conflicting expectations expressed
in paragraphs .07 and .08 will materialize. This variation may arise
from, and reflect differences in, circumstances such as the type and
extent of investment or other interest in the organization and the
related influence on management action, and the level of understanding of the nature and limitations of internal accounting control.
.10 Considering the conflicting views discussed above and the
limited experience with such reports, the decision as to whether
reports on an auditor's evaluation of internal accounting control
would be useful for some portion or all of the general public in
particular cases or classes of cases is the responsibility of management and/or any regulatory agencies having jurisdiction.
.11 In no event, however, should an auditor authorize a report
on his evaluation of internal accounting control to be issued to the
general public in a document that includes unaudited financial
statements.
Form for Reports on Internal Control Based on Audits
.12 If reports on auditors' evaluations of internal accounting
control are to be issued, the risk of misunderstanding can be reduced by adopting a form of report that describes in reasonable
detail the objective and limitations of internal accounting control
and the auditor's evaluation of it. Therefore, the following language
should be used for such purpose except as discussed in the subsequent paragraphs in this section.
We have examined the financial statements of ABC Company
for the year ended December 31, 1970, and have issued our report
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thereon dated February 23, 1971. As a part of our examination,
we reviewed and tested the Company's system of internal accounting control to the extent we considered necessary to evaluate the
system as required by generally accepted auditing standards.
Under these standards the purpose of such evaluation is to establish a basis for reliance thereon in determining the nature, timing,
and extent of other auditing procedures that are necessary for
expressing an opinion on the financial statements.
1

The objective of internal accounting control is to provide reasonable, but not absolute, assurance as to the safeguarding of assets
against loss from unauthorized use or disposition, and the reliability
of financial records for preparing financial statements and maintaining accountability for assets. The concept of reasonable assurance
recognizes that the cost of a system of internal accounting control
should not exceed the benefits derived and also recognizes that the
evaluation of these factors necessarily requires estimates and judgments by management.
There are inherent limitations that should be recognized in considering the potential effectiveness of any system of internal accounting control. In the performance of most control procedures,
errors can result from misunderstanding of instructions, mistakes
of judgment, carelessness, or other personal factors. Control procedures whose effectiveness depends upon segregation of duties
can be circumvented by collusion. Similarly, control procedures
can be circumvented intentionally by management with respect
either to the execution and recording of transactions or with respect
to the estimates and judgments required in the preparation of
financial statements. Further, projection of any evaluation of internal accounting control to future periods is subject to the risk
that the procedures may become inadequate because of changes in
conditions and that the degree of compliance with the procedures
may deteriorate.
Our study and evaluation of the Company's system of internal
accounting control for the year ended December 31, 1970, which
was made for the purpose set forth in the first paragraph above,
would not necessarily disclose all weaknesses in the system. However, such study and evaluation disclosed the following conditions
that we believe to be material weaknesses.
1

If the report on an examination of the financial statements is qualified because
of any restriction on the scope of the examination, the restriction and its
effect on the evaluation of the system of internal accounting control should
be indicated in the report thereon.
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The above paragraphs should be followed by appropriate description of the material weaknesses. The descriptions should indicate
whether the weaknesses relate to the prescribed procedures or to
compliance with them. The report may also include recommendations for improvements, comments concerning corrective action
taken or in process, or other comments appropriate in the circumstances. The basis for any comments concerning subsequent corrective action should be indicated, including the scope of any review
and tests by the auditor. Although the first paragraph of the foregoing form of report clearly indicates that weaknesses in the system
are considered in determining the nature, timing, and extent of
auditing procedures necessary for expressing an opinion on financial statements, some auditors may want to include further comments in this respect.
.13 In some cases, the auditor may conclude that for certain
weaknesses corrective action by management is not practicable in
the circumstances, and he may decide to exclude such weaknesses
from his report. If such weaknesses are excluded, the last sentence
of the above form of report should be modified as follows:
However, such study and evaluation disclosed the following conditions that we believe to be material weaknesses for which corrective action by management may be practicable in the circumstances.
Such a report should include appropriate description of material
weaknesses for which the auditor has either (1) concluded that
corrective action by management is practicable or (2) formed no
conclusion in this respect.
.14 If there are no conditions to be reported in accordance with
the two preceding paragraphs, the word "no" should be substituted
for "the following" in the above form of report.
.15 The auditor may want to report other weaknesses, regardless
of his judgment as to materiality or practicability of corrective action
by management. The latter might include situations in which the
organization is too small to permit adequate segregation of duties of
employees. In any of these situations, the language in paragraph .12
should be modified as appropriate. If some weaknesses are reported
to one group but not to another (for example, to management but
not to regulatory agencies or to the general public), the more extensive report should distinguish the weaknesses that are excluded from
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the other report and the auditor should be prepared to support, if
necessary, his judgment in making the distinction.
.16 In some cases reports on internal accounting control may
include comments on additional matters. For example, a regulatory
agency may require comments on certain aspects of administrative
control or on compliance with certain provisions in contracts or regulations. In such cases the language in paragraph .12 should be modified to identify clearly the additional matters and distinguish them
from internal accounting control, to describe in reasonable detail the
scope of the review and tests concerning them, and to express conclusions in language comparable to that in paragraphs .12 through
.15 as appropriate. The identification of the additional matters covered in the report should be as specific as the auditor considers
necessary to prevent misunderstanding in this respect. Such identification can be made in some cases by reference to specific portions of
other documents such as contracts or regulations.
.17 Since auditors are aware of the objectives and limitations of
internal accounting control and of auditors' evaluations of it, use of
the form of report in paragraph .12 is optional for reports issued
solely for another independent auditor.
.18 Use of the form of report in paragraph .12 is optional also for
reports issued solely for the internal information of management.
Suggestions or other comments concerning specific aspects of internal accounting control and various other matters are often submitted
to management by auditors as a result of observations made during
their examinations of financial statements. These comments are
often submitted by letters, memoranda, and other less formal means.
This practice is encouraged, and this section is not intended to preclude the use of such means of communication.
Form for Reports on Internal Control
Based on Special Studies
.19 Reports on internal accounting control sometimes are issued
as a result of special studies. As used in this section special studies
are those in which the scope of the study and evaluation being reported is substantially more extensive than that required for an
examination of financial statements in accordance with generally
§ 6 4 0 . 1 6
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accepted auditing standards. Special studies may relate either to an
existing system or to a proposed system.
.20 If reports on special studies of internal accounting control
are to be issued to regulatory agencies or to the general public, the
form of report in paragraph .12 should be adapted by replacing the
first paragraph and modifying the fourth paragraph therein. The
first paragraph should describe the purpose and scope of the study.
This description should be in reasonable detail and should indicate
whether the scope included both a review of the system and tests of
compliance with it. The fourth paragraph should be modified to
refer to the purpose of the special study and any related limitations
and to refer to the weaknesses disclosed or the absence thereof by
using the language included in paragraphs .12 through .14 as appropriate in the circumstances.
.21 For reports issued solely for use by management or other
independent auditors, the flexibility in reporting provided for in
paragraphs .17 and .18 applies also to reports based on special
studies.

641

Reports on Internal Control
Based on Criteria Established
By Governmental Agencies
1

.01 Some governmental agencies have commenced or completed audit guides, questionnaires, or other publications that set
forth criteria for evaluation of the adequacy for their purposes of
internal control procedures of organizations with which they are
concerned; other agencies have been encouraged to do so. The purpose of this section is to supplement section 640, "Reports on Internal
Control," by dealing more specifically with reports on internal con2

1

2

The concepts expressed in this section also apply to reports for other organizations, such as stock exchanges, that exercise regulatory, supervisory, or
other public administrative functions.
See Suggested Guidelines for the Structure and Content of Audit Guides
Prepared by Federal Agencies for Use by CPAs, which was issued in March
1972 by the Committee on Auditing for Federal Agencies of the American
Institute of Certified Public Accountants.
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trol based on criteria established by agencies in reasonable detail
and in terms susceptible to objective application. This section does
not apply if such criteria have not been established.
.02 Such criteria may encompass specified aspects of internal
accounting control, and may also encompass specified aspects of
administrative control or of compliance with grants, regulations, or
statutes. For this reason, the auditor's report should identify clearly
the matters covered by his study. This can be accomplished by reference to the publication in which the established criteria are set
forth. The report should also indicate whether the auditor's study
included tests of compliance with the procedures covered by his
study.
.03 If criteria established by an agency are set forth in a questionnaire or other publication in reasonable detail and in terms susceptible to objective answers or application, the auditor's report may
express a conclusion, based on the agency's criteria, concerning the
adequacy of the procedures studied, with an exception as to any
condition he believes is not in conformity with such criteria and is
a material weakness. Upon request of the agency or at the auditor's
discretion, his report may also refer to any condition he believes is
not in conformity with the agency's criteria but is not a material
weakness. When the auditor issues this form of report, he does not
assume any responsibility for the comprehensiveness of the criteria
established by the agency; however, he should report any relevant
condition that comes to his attention in the course of his study that
he believes to be a material weakness even though not covered by
such criteria.
.04 For the purpose of reports contemplated in paragraph .03,
a material weakness means either (a) a condition in which the
auditor believes the organization's prescribed procedures or the
degree of compliance with them does not provide reasonable assurance that errors or irregularities in amounts that would be material
in relation to the amount of the applicable grant or program would
be prevented or detected within a timely period by employees in the
normal course of performing their assigned functions or (b) a condition in which the auditor believes the lack of conformity with the
agency's criteria is material in accordance with any guidelines for
determining materiality that are included in such criteria.
§641.02
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.05 Reports that refer to weaknesses should describe such weaknesses in reasonable detail. The agencies ordinarily will require that
such reports also include whatever comments are appropriate in
the circumstances concerning any recommendations for corrective
action.
.06 When the auditor issues this form of report, he should also
include a statement that it is intended for use in connection with the
grant to which the report refers and that it should not be used for
any other purpose.
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Special Topics

Filings Under Federal Securities Statutes

.01 As in the case of financial statements used for other purposes,
management has the responsibility for the financial representations
contained in documents filed under the federal securities statutes.
In this connection the Securities and Exchange Commission has said:
"The fundamental and primary responsibility for the accuracy of
information filed with the Commission and disseminated among the
investors rests upon management. Management does not discharge
its obligations in this respect by the employment of independent
public accountants, however reputable. Accountants' certificates are
required not as a substitute for management's accounting of its stewardship, but as a check upon the accounting" (4 SEC 721[1939]).
.02 The responsibility of the independent auditor resulting from
the inclusion of his report in registration statements, proxy statements, and periodic reports filed under the federal securities statutes
is in substance generally no different from that involved in other
types of reporting as previously described. However, the nature and
extent of this responsibility are specified in some detail in these statutes and in the rules and regulations issued thereunder. For example,
the Securities Act of 1933, as amended, in Section 11(a) imposes
responsibility for false or misleading statements, or for omissions
which render misleading the statements made, in an effective registration statement on
. . . every accountant, engineer, or appraiser, or any person whose
profession gives authority to a statement made by him, who has with
his consent been named as having prepared or certified any part of
the registration statement, or as having prepared or certified any report or valuation which is used in connection with the registration
statement, with respect to the statement in such registration statement, report, or valuation, which purports to have been prepared
or certified by him. . ..
.03 Section 11 also makes specific mention of the independent
auditor's responsibility as an expert when his report is included in a
registration statement filed under that Act. Section 11(b) states, in
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part, that no person shall beliableas provided therein if such person
shall sustain the burden of proof that
. . . as regards any part of the registration statement purporting
to be made upon his authority as an expert or purporting to be a
copy of or extract from a report or valuation of himself as an expert,
(i) he had, after reasonable investigation, reasonable ground to
believe and did believe, at the time such part of the registration
statement became effective, that the statements therein were true
and that there was no omission to state a material fact required
to be stated therein or necessary to make the statements therein not
misleading, or (ii) such part of the registration statement did not
fairly represent his statement as an expert or was not a fair copy of
or extract from his report or valuation as an expert. . . .
Section 11 further provides that, in determining what constitutes
reasonable investigation and reasonable ground to believe, "the
standard of reasonableness shall be that required of a prudent man
in the management of his own property."
.04 This discussion of the responsibilities of the independent
auditor in connection with filings under the federal securities statutes
is not intended to offer legal interpretations and is based on an understanding of the meaning of the statutes as they relate to accounting
principles and auditing standards and procedures. The discussion is
subject to any judicial interpretations which may be issued in the
course of time.
.05 Because a registration statement under the Securities Act of
1933 speaks as of its effective date, the independent auditor whose
report is included in such a registration statement has a statutory
responsibility which is determined in the light of the circumstances
on that date. This aspect of responsibility is peculiar to reports used
for this purpose (see paragraphs .08-.11).
.06 T h e other federal securities statutes, while not containing so
detailed an exposition, do impose responsibility, under certain conditions, on persons making false or misleading statements with respect to any material fact in applications, reports, or other documents
filed pursuant to the statute.
.07 In filings under the Securities Act of 1933, frequently a statement is made in the prospectus that certain information is included
in the registration statement in reliance upon the report of certain
n a m e d experts. T h e independent auditor should make sure that his
name is not being used in such a way as to indicate that his respon§ 710.07
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sibility is greater than he intends. The "experts section" should be
so worded that there is no implication that the financial statements
have been prepared by the independent auditor or that they are not
the direct representations of management. Another section of the
typical prospectus which the independent auditor should review is
the introduction to the summary of earnings or statement of income
in the forepart of the prospectus.
Subsequent Events Procedures in 1933 Act Filings
.08 To sustain the burden of proof that he has made a "reasonable investigation" (see paragraph .03), as required under the Securities Act of 1933, the auditor should extend his procedures with
respect to subsequent events from the date of his report up to the
effective date or as close thereto as is reasonable and practicable in
the circumstances. In this connection, he should arrange to be kept
advised by his client of the progress of the registration proceedings
so that his review of subsequent events can be completed by the
effective date. The likelihood of the auditor discovering subsequent
events must necessarily decrease following the completion of field
work and, as a practical matter, subsequent to that time the independent auditor may rely, for the most part, on inquiries of responsible officials and employees. In addition to performing the procedures outlined in section 560.12 at or near the effective date, the
auditor generally should:
a.

Read the entire prospectus and other pertinent portions of the
registration statement.
b. Inquire of and obtain written confirmation from officers and
other executives having responsibility for financial and accounting matters (limited where appropriate to major locations) as to
whether there have occurred any events other than those reflected or disclosed in the registration statement which, in the
officer's opinion, have a material effect on the audited financial
statements included therein or which should be disclosed in
order to keep those statements from being misleading.
.09 Because the independent auditor has not examined the unaudited financial statements which may be included in the registration statement, he cannot be expected to have an opinion as to
whether such statements have been prepared in conformity with
generally accepted accounting principles. However, if he concludes
§ 710.08
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on the basis of facts known to him that the unaudited financial statements are not in conformity with generally accepted accounting
principles, he should insist upon appropriate revision; failing that,
he should add a comment in his report calling attention to the departure; further, he should consider, probably with advice of legal
counsel, withholding his consent to the use of his report on the
audited financial statements in the registration statement. (See
section 516.07.)
.10 A registration statement filed with the Securities and Exchange Commission may contain the reports of two or more independent auditors on their examinations of the financial statements
for different periods. An auditor who has not examined the financial
statements for the most recent audited period included in the registration statement has a responsibility relating to events subsequent
to the date of, but bearing materially on, the financial statements on
which he is reporting which continues to the effective date, and he
generally should:
a.
b.

Read pertinent portions of the prospectus and of the registration
statement.
Obtain a letter of representations from the successor independent auditor as to whether his examination (including his procedures with respect to subsequent events) revealed any matters
which, in his opinion, might have a material effect on the financial statements reported on by the predecessor auditor or would
require disclosure in the notes thereto.

.11 If the predecessor auditor becomes aware of any events or
transactions which require adjustment or disclosure in the financial
statements examined by him, the financial statements should be
adjusted or the subsequent event should be disclosed in a note to the
financial statements or the auditor should qualify his report. The
predecessor auditor should follow the procedures set forth in section
530.05 with respect to dating his report. He should satisfy himself
as to the propriety of any adjustment or disclosure affecting the
financial statements covered by his report. This may be done by
performing appropriate auditing procedures or by obtaining a letter
of representations from the successor auditor. In the latter instance,
he may decide to express reliance on the successor auditor.
1

1

In some cases, a disclaimer of opinion or an adverse opinion may be appropriate.
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Special Reports of the
Committee on Auditing
Procedure

Public Warehouses—Controls and
Auditing Procedures for Goods Held

Introduction
.01 In 1966, the Committee on Auditing Procedure completed a
study of auditing procedures relating to the accountability of warehousemen for goods stored in public warehouses. The study was
undertaken to determine whether recommendations should be made
by the Committee with respect to auditing procedures applicable to
goods so held in custody. Auditing procedures applicable to goods
owned by the warehouseman were not specifically dealt with in the
study or in this report as such procedures are similar to those applicable to owned inventories generally.
.02 In conjunction with its study, the Committee surveyed the
control procedures of a sample number of public warehouses and
the related auditing procedures followed by their independent
auditors. Discussions were held with representatives of the warehouse industry and of institutions making loans secured by warehoused goods. The latter included representatives of the New York
Clearing House Association, which issued a report dated July 1965
entitled "Warehouse Receipt Financing."
.03 Prior pronouncements of the Committee relating to inventories have dealt with the matter of goods stored in warehouses
solely from the viewpoint of the auditor of the owner of the goods.
These pronouncements were consolidated into and replaced by
Statement on Auditing Procedure No. 33. As to inventories in
general, the AICPA membership a number of years ago established
a requirement that wherever practicable and reasonable, the independent auditor of the owner observe (including appropriate test
counts) the taking of physical inventories. However, as to inventories in custody of a warehouseman, the prior pronouncement
states:
§901.01
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In the case of inventories which in the ordinary course of business a r e in the hands of public warehouses or other outside custodians, direct confirmation in writing from the custodians is a c c e p t a b l e
provided that where the amount involved represents a significant
proportion of the current assets or the total assets, supplemental inquiries are m a d e to satisfy the independent auditor as to the bona
fides of the situation.
1

With respect to the procedures of the independent auditor of the
owner of goods in public warehouses, the Committee reaffirms, in
principle, the general scope of the procedures prescribed in the
prior pronouncement quoted above. In conjunction with its study,
the Committee considered the internal controls and auditing procedures applicable to such goods and sets forth its suggestions
and recommendations in paragraphs .28-.32 of this report.
.04 This report deals with the internal control of the warehouseman and the procedures of his independent auditor with respect to goods in the custody of the warehouseman. The auditing
procedures recommended herein are, in many cases, extensions of
practices found to have been in effect during the period covered
by the Committee's study.
General Considerations
.05 Generally accepted auditing standards are broad criteria as
to the quality of performance and the objectives to be attained by
the independent auditor in his examination of financial statements
and in reporting on them. Auditing procedures, on the other hand,
relate to the steps to be taken by the auditor in complying with
the standards in making his examination.
.06 The management of a business has the responsibility for
the proper recording of transactions in its books of account, for
the safeguarding of its assets, and for the substantial accuracy and
adequacy of its financial statements. The independent auditor is
not an insurer or guarantor; his responsibility is to express a professional opinion on the financial statements he has examined.
2

1

2

Codification
Accountants
1951, p. 2 2 .

of Statements on Auditing Procedure, American Institute of
(now the American Institute of Certified Public Accountants),

See section 110.
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Summary of Recommendations
.07 The Committee recommends that the independent auditor
of the warehouseman:
a. Make a study and evaluation of the effectiveness of both the
accounting controls and the administrative controls, as defined
in section 320.27—.28, relating to the accountability for and the
custody of all goods placed in the warehouse.
b. Test the warehouseman's records relating to accountability for
all goods placed in his custody.
c. Test the warehouseman's accountability under recorded outstanding warehouse receipts.
d. Observe physical counts of the goods in custody, wherever practicable and reasonable, and reconcile his tests of such counts with
records of goods stored.
e. Confirm accountability (to the extent considered necessary) by
direct communication with the holders of warehouse receipts.
The independent auditor should apply such other procedures as
he considers necessary in the circumstances.
.08 Warehousing activities are diverse because the warehoused
goods are diverse, the purposes of placing goods in custody are
varied, and the scope of operations of warehouses is not uniform.
The independent auditor has the responsibility to exercise his judgment in determining what procedures, including those recommended in this report, are necessary in the circumstances to afford
a reasonable basis for his opinion on the financial statements.
1

.09 The following sections of this report describe those aspects
of warehousing operations of primary concern to independent auditors, suggest elements of systems of internal control for warehousemen, and offer the Committee's recommendations as to procedures
of the independent auditor.
Public Warehouse Operations
Types of Warehouses
.10
1

A warehouse may be described as a facility operated by a

See section 3 3 0 .
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warehouseman whose business is the maintaining of effective custody of goods for others.
.11 Warehouses may be classified functionally as terminal warehouses or field warehouses:
Terminal Warehouse. The principal economic function of a
terminal warehouse is to furnish storage. It may, however, perform other functions, including packaging and billing. It may
be used to store a wide variety of goods or only a particular
type of commodity.
Field Warehouse. A field warehouse is established in space
leased by the warehouseman on the premises of the owner of
the goods or the premises of a customer of the owner. In most
circumstances all or most of the personnel at the warehouse
location are employed by the warehouseman from among the
employees of the owner (or customer), usually from among
those who previously have been responsible for custody and
handling of the goods. Field warehousing is essentially a
financing arrangement, rather than a storage operation. The
warehouse is established to permit the warehouseman to take
and maintain custody of goods and issue warehouse receipts
to be used as collateral for a loan or other form of credit.
Warehouses may be classified also by types of goods stored. Foods
and other perishable products may be stored in refrigerated warehouses, constructed and equipped to meet controlled temperature and special handling requirements. Certain bulk commodities, such as various agricultural products and chemicals, are stored
in commodity warehouses; these warehouses often are designed
and equipped to store only one commodity, and fungible goods
frequently are commingled without regard to ownership. A wide
variety of goods, usually not requiring special storage facilities, is
stored in general merchandise warehouses. Some warehouses confine their activities to storing furniture, other household goods, and
personal effects.
Warehouse Receipts
.12 A basic document in warehousing is the warehouse receipt.
The Uniform Warehouse Receipts Act and Article 7 of the Uniform
Commercial Code regulate the issuance of warehouse receipts, pre§901.12
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scribe certain terms that must be contained in such receipts, provide for their negotiation and transfer, and establish the rights of
receipt holders. The Uniform Commercial Code has been adopted
by a majority of the states, and the Uniform Warehouse Receipts
Act is in force in all states where the Code has not been adopted.
.13 Warehouse receipts may be in negotiable form or nonnegotiable form and may be used as evidence of collateral for loans
or other forms of credit. Goods represented by a negotiable warehouse receipt may be released only upon surrender of the receipt
to the warehouseman for cancellation or endorsement, whereas
goods represented by a non-negotiable receipt may be released
upon valid instructions without the need for surrender of the receipt. Other important ways in which the two kinds of receipts
differ concern the manner in which the right of possession to the
goods they represent may be transferred from one party to another
and the rights acquired by bona fide purchasers of the receipts.
.14 Since goods covered by non-negotiable receipts may be released without surrender of the receipts, such outstanding receipts
are not necessarily an indication of accountability on the part of
the warehouseman or of evidence of ownership by the depositor.
Since goods are frequently withdrawn piecemeal, the warehouseman's accountability at any given time is for the quantity of goods
for which receipts have been issued minus the quantities released
against properly authorized withdrawals.
.15 The Uniform Warehouse Receipts Act and Article 7 of the
Uniform Commercial Code, in addition to their provisions with
respect to the issuance and contents of warehouse receipts, contain provisions with respect to, among other - things, the storage
and release of warehoused goods, the standard of care to be exercised by the warehouseman, warehouseman's liability, and liens for
the warehouseman's charges and expenses and the manner in which
they may be enforced.
Government Regulation
.16 There are various other statutes and regulations, applicable
in special situations, relating to the rights and duties of warehousemen and the operation of warehouses. Among the more important
are ( a ) the United States Warehouse Act and the regulations
adopted thereunder by the Department of Agriculture, providing
for licensing and regulation of warehouses storing certain agricul§901.13
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tural commodities, ( b ) the regulations adopted by commodity exchanges licensed under the United States Commodity Exchange
Act, providing for issuance and registration of receipts and licensing
and regulation of warehouses, and ( c ) the Internal Revenue Code
and the Tariff Act of 1930, and regulations adopted thereunder,
relating respectively to United States Revenue Bonded Warehouses
and United States Customs Bonded Warehouses, providing for
licensing, bonding, and regulation of such warehouses. In addition,
there are statutes and regulations in various states relating to
licensing, bonding, insurance, and other matters.
The Warehouseman
Internal Controls
.17 Goods held in custody for others are not owned by the
warehouseman and, therefore, do not appear as assets in his financial statements. Similarly, the related custodial responsibility does
not appear as a liability. However, as in other businesses, the
warehouseman is exposed to the risk of loss or claims for damage
stemming from faulty performance of his operating functions.
Faulty performance may take the form of loss or improper release
of goods, improper issuance of warehouse receipts, failure to maintain effective custody of goods so that lenders' preferential liens
are lost, and other forms.
.18 In the broad sense, the internal controls of a business may
be characterized as either accounting or administrative. Accounting controls generally bear directly and importantly on the reliability of the financial records and, therefore, require evaluation
by the independent auditor. Administrative controls are concerned
mainly with operational efficiency and adherence to managerial
policies. Administrative controls ordinarily relate only indirectly to
the financial records and, therefore, would not require evaluation
by the auditor. However, if the auditor believes that certain administrative controls may have an important bearing on the reliability of the financial records, he should consider the need for
evaluating such controls. The recommendation herein that the
independent auditor of the warehouseman make a study and evaluation of administrative controls is based upon the important relationship of such controls to the custodial responsibilities of the
warehouseman, which are not reflected in his financial statements.
§901.18
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Significant unrecorded liabilities may arise if these custodial responsibilities are not discharged properly.
.19 Whether and to what extent the suggested control procedures that follow may be applicable to a particular warehouse
operation will depend on the nature of the operation, of the goods
stored, and of the warehouseman's organization. Appropriate segregation of duties in the performance of the respective operating
functions should be emphasized.
Receiving, Storing, and Delivering Goods
Receipts should be issued for all goods admitted into storage.
Receiving clerks should prepare reports as to all goods received.
The receiving report should be compared with quantities shown
on bills of lading or other documents received from the owner
or other outside sources by an employee independent of receiving, storing, and shipping.
Goods received should be inspected, counted, weighed, measured, or graded in accordance with applicable requirements.
There should be a periodic check of the accuracy of any mechanical facilities used for these purposes.
Unless commingling is unavoidable, such as with fungible goods,
goods should be stored so that each lot is segregated and identified with the pertinent warehouse receipt. The warehouse office
records should show the location of the goods represented by
each outstanding receipt.
Instructions should be issued that goods may be released only
on proper authorization which, in the case of negotiable receipts,
includes surrender of the receipt.
Access to the storage area should be limited to those employees
whose duties require it, and the custody of keys should be controlled.
Periodic statements to customers should identify the goods held
and request that discrepancies be reported to a specified employee who is not connected with receiving, storing, and delivery of goods.
The stored goods should be physically counted or tested periodically, and quantities agreed to the records by an employee
independent of the storage function; the extent to which this
§901.19
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is done may depend on the nature of the goods, the rate of
turnover, and the effectiveness of other control procedures.
Where the goods held are perishable, a regular schedule for
inspection of condition should be established.
Protective devices such as burglar alarms, fire alarms, sprinkler
systems, and temperature and humidity controls should be
inspected regularly.
Goods should be released from the warehouse only on the basis
of written instructions received from an authorized employee
who does not have access to the goods.
Counts of goods released as made by stock clerks should be
independently checked by shipping clerks or others and the
two counts should be compared before the goods are released.
Warehouse Receipts
Prenumbered receipt forms should be used, and procedures
established for accounting for all forms used and for cancellation of negotiable receipts when goods have been delivered.
Unused forms should be safeguarded against theft or misuse
and their custody assigned to a responsible employee who is not
authorized to prepare or sign receipts.
Receipt forms should be furnished only to authorized persons,
and in a quantity limited to the number required for current use.
The signer of receipts should ascertain that the receipts are
supported by receiving records or other underlying documents.
Receipts should be prepared and completed in a manner designed to prevent alteration.
Authorized signers should be a limited number of responsible
employees.
Insurance
The adequacy, as to both type and amount, of insurance coverage carried by the warehouseman should be reviewed at appropriate intervals.
A d d i t i o n a l Control Procedures for Field Warehouses

.20 As indicated earlier, the purpose of field warehousing differs
from terminal warehousing. Operating requirements also may differ
because a field warehouseman may operate at a large number of
locations.
§901.20
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.21 In field warehousing, controls are applied at two points:
the field location and the warehouseman's central office. At the field
location, the control procedures as to receipt, storage, and delivery
of goods and issuance of warehouse receipts generally will comprise the procedures suggested above, with such variations as may
be appropriate in light of the requirements, and available personnel, at the respective locations. Only non-negotiable warehouse
receipts should be issued from field locations, and the receipt forms
should be furnished to the field locations by the central office in
quantities limited to current requirements.
.22 The central office should investigate and approve the field
warehousing arrangements, and exercise control as to custody and
release of goods and issuance of receipts at the field locations. Control procedures suggested for the central office are the following:
Consideration of the business reputation and financial standing
of the depositor.
Preparation of a field warehouse contract in accordance with
the particular requirements of the depositor and the lender.
Determination that the leased warehouse premises meet the
physical requirements for segregation and effective custody of
goods.
Satisfaction as to legal matters relative to the lease of the warehouse premises.
Investigation and bonding of the employees at the field locations.
Providing employees at field locations with written instructions
covering their duties and responsibilities.
Maintenance of inventory records at the central office showing
the quantity (and stated value, where applicable) of goods represented by each outstanding warehouse receipt.
Examination of the field warehouse by representatives of the
central office. These examinations would include inspection
of the facilities, observation as to compliance with prescribed
procedures, physical counts or tests of goods in custody and
reconcilement of quantities to records at the central office and
at field locations, accounting for all receipt forms furnished to
the field locations, and confirmation (on a test basis, where
appropriate) of outstanding warehouse receipts with the registered holders.
§901.21

PUBLIC WAREHOUSES—CONTROLS AND PROCEDURES

197

Procedures of the Independent Auditor

.23 The Committee recommends that the independent auditor
of the warehouseman:
a. Make a study and evaluation of the effectiveness of both the
accounting controls and the administrative controls, as defined
in section 320.27-.28, relating to the accountability for and the
custody of all goods placed in the warehouse.
b. Test the warehouseman's records relating to accountability for
all goods placed in his custody.
c. Test the warehouseman's accountability under recorded outstanding warehouse receipts.
d. Observe physical counts of the goods in custody, wherever practicable and reasonable, and reconcile his tests of such counts
with records of goods stored.
e. Confirm accountability (to the extent considered necessary) by
direct communication with the holders of warehouse receipts.
The independent auditor should apply such other procedures as
he considers necessary in the circumstances.
.24 The auditor's procedures relating to accountability might
include, on a test basis, comparison of documentary evidence of
goods received and delivered with warehouse receipts records,
accounting for issued and unissued warehouse receipts by number,
and comparison of the records of goods stored with billings for
storage. In some circumstances, the auditor may consider it necessary to obtain confirmation from the printer as to the serial numbers
of receipt forms supplied.
.25 In the case of a field warehouseman where goods are stored
at many scattered locations, the independent auditor may satisfy
himself that the warehouseman's physical count procedures are
adequate by observing the procedures at certain selected locations.
The amount of testing required will be dependent upon the uniformity and adequacy of the internal controls.
.26 The confirmation of negotiable receipts with holders may
be impracticable, since the identity of the holders usually is not
known to the warehouseman. Confirmation with the depositor to
whom the outstanding receipt was originally issued, however, would
be evidential of accountability for certain designated goods. It
§901.26
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should be recognized, too, that as to both negotiable and nonnegotiable receipts, confirmation may not be conclusive in the light
of the possibility of issued but unrecorded receipts. In some circumstances, it may be desirable to request confirmations from
former depositors who are not currently holders of record.
.27 The independent auditor should review the nature and extent of the warehouseman's insurance coverage and the adequacy
of any reserves for losses under damage claims.

Controls and Auditing Procedures for Owner's Goods
Stored in Public Warehouses
.28 The auditing procedures applicable to clients' inventories
in the custody of public warehousemen, referred to in paragraph .03
of this report, relate principally to the scope of the "supplemental
inquiries" which has not heretofore been defined. The Committee,
therefore, makes the following suggestions as to the elements of
internal control for the owner of the goods, and recommendations
as to auditing procedures to be employed by his independent
auditor.
Internal Controls

.29 The internal controls of the owner should be designed to
provide reasonable safeguards over his goods in a warehouseman's
custody. Ordinarily, the controls should include an investigation
of the warehouseman before the goods are placed in custody, and
a continuing evaluation of the warehouseman's performance in
maintaining custody of the goods.
.30 Among the suggested control procedures that may be comprehended in an investigation of the warehouseman before the
goods are placed in his custody are the following:
Consideration of the business reputation and financial standing
of the warehouseman.
Inspection of the physical facilities.
Inquiries as to the warehouseman's control procedures and
whether the warehouseman holds goods for his own account.
Inquiries as to type and adequacy of the warehouseman's
insurance.
§901.27
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Inquiries as to government or other licensing and bonding requirements and the nature, extent, and results of any inspection
by government or other agencies.
Review of the warehouseman's financial statements and related
reports of independent auditors.
.31 After the goods are placed in the warehouse, suggested
control procedures that may be applied periodically by the owner
in evaluating the warehouseman's performance in maintaining custody of goods include the following:
Review and update the information developed from the investigation described above.
Physical counts (or test counts) of the goods, wherever practicable and reasonable (may not be practicable in the case of
fungible goods).
Reconcilement of quantities shown on statements received from
the warehouseman with the owner's records.
In addition, he should review his own insurance, if any, on goods
in the custody of the warehouseman.
Procedures of the Independent Auditor
.32 The prior pronouncement (see paragraph .03) makes it
clear that obtaining direct confirmation (on a test basis, where
appropriate) from the custodian is the acceptable procedure to be
followed, except that "supplemental inquiries" are to be made in
cases where such inventories represent a significant proportion of
the owner's current assets or total assets. The Committee recommends that supplemental inquiries include the following steps, to
the extent the auditor considers necessary in the circumstances:
a. Discussion with the owner as to the owner's control procedures
in investigating the warehouseman, and tests of related evidential matter.
b. Review of the owner's control procedures concerning performance of the warehouseman, and tests of related evidential matter.
c. Observation of physical counts of the goods, wherever practicable and reasonable.
d. Where warehouse receipts have been pledged as collateral,
confirmation (on a test basis, where appropriate) from lenders
as to pertinent details of the pledged receipts.
§901.32
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Historical Background
The "Bulletins" of 1917, 1918, 1929, and 1936
In 1917, the American Institute of Certified Public Accountants,
then known as the American Institute of Accountants, at the request of the Federal Trade Commission, prepared "a memorandum
on balance-sheet audits," which the Commission approved and
transmitted to the Federal Reserve Board for the latter's consideration. The Federal Reserve Board, after giving the memorandum
its provisional endorsement, published it in the Federal Reserve
Bulletin of April 1917; reprints therefrom were widely disseminated for the consideration of "banks, bankers, banking associations; merchants, manufacturers, and associations of manufacturers; auditors, accountants, and associations of accountants" in
pamphlet form with the title of "Uniform Accounting: a Tentative
Proposal Submitted by the Federal Reserve Board." In 1918, this
pamphlet was reissued under the same sponsorship, with its title
changed to "Approved Methods for the Preparation of BalanceSheet Statements," with practically no change from the 1917 issue
except that, as indicated by the respective titles and corresponding
change in the preface, instead of the earlier objective of "a uniform
system of accounting to be adopted by manufacturing and merchandising concerns," the later objective was "the preparation of balancesheet statements" for the same business entities.
In 1929, a special committee of the American Institute of Certified
Public Accountants undertook the revision of the earlier pamphlet
in the light of the experience of the decade that had elapsed; again
under the auspices of the Federal Reserve Board, the revised
pamphlet was promulgated in 1929 under the title of "Verification
of Financial Statements."
The preface of the 1929 pamphlet spoke of it's predecessors as
having been criticized, on the one hand, by some accountants for
being "more comprehensive than their conception of the so-called
balance-sheet audit," and, on the other hand, by other accountants
because "the procedure would not bring out all the desired information." This recognition of opposing views evidenced the growing
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realization of the impracticability of a uniform procedural pattern
to fit the wide variety of situations encountered in actual practice.
Of great significance is the appearance in the opening paragraph of
"General Instructions" in the 1929 publication of the statement:
The extent of the verification will be determined by the conditions
in each concern. In some cases, the auditor may find it necessary to
verify a substantial portion or all of the transactions recorded upon
the books. In others, where the system of internal check is good,
tests only may suffice. The responsibility for the extent of the work
required must be assumed by the auditor.
Between the years 1932 and 1934, there was an interchange of
correspondence, dealing with both accounting and auditing matters, between the Institute's special committee on cooperation with
stock exchanges and the committee on stock list of the New York
Stock Exchange. The views expressed in the correspondence were
an important development in the recognition of the position of
accountancy in finance and business. The series of letters was published in 1934 under the title Audits of Corporate Accounts.
In 1936, a committee of the American Institute of Certified Public
Accountants prepared and published a further revision of the earlier
pamphlets under the title of "Examination of Financial Statements
by Independent Public Accountants." It is interesting to observe,
as a matter of historical development, that although in this 1936
revision the American Institute of Certified Public Accountants
freely availed itself of the views of persons outside the ranks of the
profession whose opinions would be helpful, the authority behind
and responsibility for the publication of the pamphlet rested wholly
with the American Institute of Certified Public Accountants as the
authoritative representative of a profession that had by that time
become well established in the business community. In the 1936
revision, aside from the very briefly noted "Modifications of Program for Larger or Smaller Companies," the detailed procedures
set forth again were definitely and restrictively stated to be an
"outline of examination of financial statements of a small or moderate size company." Moreover, the varying nature and extent of
such examinations were predicated upon the purpose of the examination, the required detail to be reported upon, the types of business, and, most important of all, the system of internal check and
control; the variations in the extent of the examination and of the
test checks used were specifically related to "the size of the organization and the personnel employed" and were indicated to be
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"essentially a matter of judgment which must be exercised by the
accountant."
It is possible from the foregoing narrative to trace the development of the profession's view of an audit based on the experience
of three decades. The very succession of titles is illustrative. The
earliest ambition for "uniform accounting" was quickly realized to
be unattainable as an objective, and the same listed procedures
were related instead to "balance-sheet statements." Then, with the
gradually greater emphasis on periodic earnings, the earlier restrictive consideration of the balance sheet was superseded in the 1929
title, "Verification of Financial Statements," by according the income account at least equal status. When in turn the 1936 revision
was undertaken, there had culminated a growing realization that,
with the complexity of modern business and the consequent need
of the independent auditor to rely on a system of carefully devised
testing for his justification in accepting the representations of the
examinee, such a word as "verification" was not an accurate portrayal of the independent auditor's function. Accordingly, the bulletin of that year was stated to cover an "examination" of financial
statements.
Statements on Auditing Procedure
The Committee on Auditing Procedure had its beginning on
January 30, 1939, when the executive committee of the Institute
authorized the appointment of a small committee "to examine into
auditing procedure and other related questions in the light of recent
public discussion."
On May 9 of that year, the report "Extensions of Auditing Procedure" of this special committee was adopted by the Council of
the Institute and authority given for its publication and distribution, and in the same year the bylaws were amended to create a
standing Committee on Auditing Procedure.
In 1941, the executive committee authorized the issuance to Institute members, in pamphlet form, of the "Statements on Auditing
Procedure," prepared by the Committee on Auditing Procedure, previously published only in The Journal of Accountancy.
The "Statements on Auditing Procedure" are designed to guide
the independent auditor in the exercise of his judgment in the application of auditing procedures. In no sense are they intended to take
the place of auditing textbooks; by their very nature textbooks must
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deal in a generalized manner with the description of procedures
and refinement of detail rather than the wide variety of those differing situations encountered in actual practice which require the
independent auditor to exercise his judgment.
It was largely to meet this need that the Institute inaugurated
the series of Statements on Auditing Procedure. The first of these
statements presented the report of the original special committee,
as modified and approved, at the Institute's annual meeting on
September 19, 1939, and promulgated under the title of "Extensions
of Auditing Procedure." It was subsequently amended by Statement No. 12 issued in October 1942, and by Statement No. 23
(Revised) issued in December 1949. These statements likewise
received formal approval at annual meetings on October 1, 1942,
and November 1, 1949, respectively. The membership of the Institute has not acted on any of the other statements issued by the
Committee.
Statement No. 1 presented certain conclusions drawn from the
experience and tradition of the profession which largely furnished
the foundation for the Committee's present structural outline of
auditing standards; the other Statements on Auditing Procedure
appropriately fit into the framework of that structural outline.
The "Codification of Statements on Auditing Procedure" was
issued by the Committee on Auditing Procedure in 1951 to consolidate the features of the first 24 pronouncements which were of
continuing usefulness. In the process of codification, certain changes
took place:
a. Statements Nos. 1, 3, and 12 were clarified to eliminate ambiguities respecting the expression of an opinion in the rare situation where inventory observation or confirmation of receivables,
though practicable and reasonable, is not carried out, but other
procedures are employed which justify the expression of an
opinion. Effect was also given to Accounting Series Releases
Nos. 62 and 70 of the Securities and Exchange Commission, the
former relating to the independent auditor's responsibility for
summaries of earnings in registration statements and prospectuses and the latter to an amendment of Rule 2-02 of Regulation S-X.
b. The recommendations of Statements Nos. 7, 9, 10, 15, 17, 20,
and 21 were omitted because they applied to special situations,
such as those which arose in World War II.
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When the Securities and Exchange Commission adopted the requirement that a representation as to compliance with generally
accepted auditing standards be included in the independent auditor's report relating to financial statements filed with the Commission, it became apparent that a pronouncement was needed which
would define these standards. Accordingly, the Committee undertook a special study of auditing standards (as distinguished from
auditing procedures) and submitted a report that was published in
October 1947 under the title "Tentative Statement of Auditing
Standards—Their Generally Accepted Significance and Scope." The
recommendations of this brochure ceased to be tentative when, at
the September 1948 meeting, the membership of the Institute
approved the summarized statement of auditing standards appearing therein. In 1954 the "tentative" brochure was supplanted by
the booklet Generally Accepted Auditing Standards—Their Significance and Scope, which was issued as a special report of the
Committee on Auditing Procedure. This pronouncement also gave
recognition to the approval of Statement on Auditing Procedure
No. 23 (Revised), "Clarification of Accountant's Report When
Opinion Is Omitted," and the issuance of the "Codification" ( 1 9 5 1 ) .
Statement on Auditing Procedure No. 33 was issued in 1963 as a
consolidation of, and a replacement for, the following pronouncements of the Committee on Auditing Procedure: Internal Control
(1949), Generally Accepted Auditing Standards (1954), Codification of Statements on Auditing Procedure ( 1 9 5 1 ) , and Statements
on Auditing Procedure Nos. 25—32, which were issued between
1951 and 1963.
Statement No. 33 was essentially a codification of the substance
of the earlier Committee pronouncements which the Committee
believed to be of continuing interest to the independent auditor.
However, in certain instances, for example, chapter 4, "Adequacy
of Planning and the Timing of Field Work," chapter 6, "Evidential
Matter," and chapter 11, "Reporting on Subsequent Events," the
commentary was expanded and clarified; in chapter 12, "LongForm Reports," the original Statement (No. 27, July 1957) was
strengthened by providing that the independent auditor should
clearly establish his position regarding data other than the basic
financial statements included in long-form reports; and the paragraph dealing with opinions on prior year's statements in chapter 10
was also strengthened by a recommendation that where prior year
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financial statements are presented for comparative purposes, and
the independent auditor has not made an examination of such
financial statements, there should be appropriate disclosure in the
financial statements or in this report.
Since the issuance of Statement on Auditing Procedure No. 33,
21 additional Statements on Auditing Procedure, Nos. 34 to 54,
have been issued by the Committee on Auditing Procedure. Some of
these Statements have superseded portions or all of SAP No. 33 and
subsequent Statements on Auditing Procedure.
While it is not practicable, because of the wide variety of conditions encountered, to issue anything like an "all purpose" program
of auditing procedures, it is possible to formulate a pronouncement
with regard to the auditing standards required to be observed by
the independent auditor as he exercises his judgment in selecting
the procedures to be used and in determining the extent to which
he will apply such procedures. It is the intent of the American
Institute of Certified Public Accountants, through its Auditing
Standards Executive Committee, to continue to issue Statements on
Auditing Standards (formerly known as Statements on Auditing
Procedure). Such statements, covering recommended auditing procedures, represent the opinion of the Committee on the particular
matters recited therein. While it is true that circumstances alter
cases and that with any important variation in conditions there may
also properly be changes in the procedures recommended or in the
extent of their application, it is nevertheless the view of the Committee that such pronouncements point the general direction in
which conclusions might be expected to lie under circumstances not
radically different; while they do not preempt the independent
auditor's judgment, they do guide his judgment. The independent
auditor should recognize that the exercise of such professional judgment may lead him to perform additional procedures which go
beyond those recommended in the Committee's pronouncements.
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Chronological List of
Statements on Auditing Procedure
No.

Date
Issued

1

Oct. 1939

Extensions of Auditing Procedure

2

Dec. 1939

The Auditor's Opinion on the Basis of a Restricted
Examination

3

Feb. 1940

Inventories and Receivables of Department Stores,
Instalment Houses, Chain Stores, and Other Retailers

4

March 1941

Clients' Written Representations Regarding Inventories, Liabilities, and Other Matters

5

Feb. 1941

The Revised SEC Rule on "Accountants' Certificates"

6

March 1941

The Revised SEC Rule on "Accountants' Certificates" (continued)

7

March 1941

Contingent Liability under Policies with Mutual
Insurance Companies

8

Sept. 1941

Interim Financial Statements and the Auditor's Report Thereon

9

Dec. 1941

Accountants' Reports on Examinations of Securities
and Similar Investments under the Investment

Title

C o m p a n y Act

10

June 1942

Auditing under Wartime Conditions

11

Sept. 1942

The Auditor's Opinion on the Basis of a Restricted
Examination (No. 2)
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No.

Date
Issued

12

Oct. 1942

Amendment to Extensions of Auditing Procedure

13

Dec. 1942

The Auditor's Opinion on the Basis of a Restricted
Examination (No. 3)—Face-Amount Certificate
Companies

14

Dec. 1942

Confirmation of Public Utility Accounts Receivable

15

Dec. 1942

Disclosure of the Effect of Wartime Uncertainties

Title

on Financial Statements

16
17
18
19

Dec. 1942

Case Studies on Inventories

Dec. 1942

Physical Inventories in Wartime

Jan. 1943

Confirmation of Receivables from the Government

Nov. 1943

Confirmation of Receivables (Positive and Negative
Methods)

20
21
22
23

Dec. 1943

Termination of Fixed Price Supply Contracts

July 1944

Wartime Government Regulations

May 1945

References to the Independent Accountant in Securities Registrations
Clarification of Accountant's Report When Opinion
is Omitted (Revised)

Dec. 1949

24

Oct. 1948

Revision in Short-Form Accountant's Report or Certificate

25

Oct. 1954

Events Subsequent to the Date of Financial Statements

26

April 1956

Reporting on Use of "Other Procedures"

27

July 1957

Long-Form Reports

28

Oct. 1957

Special Reports

29

Oct. 1958

30

Sept. 1960

Scope of the Independent Auditor's Review of Internal Control
Responsibilities and Functions of the Independent
Auditor in the Examination of Financial Statements
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No.

Date
Issued

31

Oct. 1961

Consistency

32

Sept. 1962

Qualifications and Disclaimers

33

Dec. 1963

Auditing Standards and Procedures (a codification)

34

Sept. 1965

Long-Term Investments

35

Nov. 1965

Letters for Underwriters

36

Aug. 1966

Revision of "Extensions of Auditing Procedure" Relating to Inventories

37

Sept. 1966

Special Report: Public Warehouses—Controls and
Auditing Procedures for Goods Held

38

Sept. 1967

Unaudited Financial Statements

39

Sept. 1967

Working Papers

40

Oct. 1968

Reports Following a Pooling of Interests

41

Oct. 1969

Subsequent Discovery of Facts Existing at the Date
of Auditor's Report

42

Jan. 1970

Reporting When a Certified Public Accountant Is
Not Independent

43

Sept. 1970

Confinmation of Receivables and Observation of

Title

Inventories

44
45
46
47
48
49
50
51

April 1971

Reports Following a Pooling of Interests

July 1971

Using the Work and Reports of Other Auditors

July 1971

Piecemeal Opinions

Sept. 1971

Subsequent Events

Oct. 1971

Letters for Underwriters

Nov. 1971

Reports on Internal Control

Nov. 1971

Reporting on the Statement of Changes in Financial
Position

July 1972

Long-Term Investments
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No.

Date
Issued

52

Oct. 1972

Reports on Internal Control Based on Criteria Established by Governmental Agencies

53

Nov. 1972

Reporting on Consistency and Accounting Changes

54

Nov. 1972

The Auditor's Study and Evaluation of Internal
Control

Title
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Outline for Codification of SAPs 33-54
With Appropriate Sources
Section

Contents

100

Introduction

110

Responsibilities and Functions of the Independent Auditor
Generally Accepted Auditing Standards
Examination of Interim Financial Statements

150

200

The General Standards

201
210

Nature of the General Standards
Training and Proficiency of the Independent
Auditor

220

Independence

230

Due Care in the Performance of Work

300

T h e Standards of Field Work

310

Adequacy of Planning and the Timing of
Field Work
Appointment of the Independent Auditor
Appointment of Auditor Near or After
the Year-End Date
Timing of Audit Work
The Auditor's Study and Evaluation of Internal Control
Purpose of Auditor's Study and Evaluation

320

Source
SAP: Ch.: Par.

33:1:1-9
33:2:1-6
33:4:12 (in part)

33:3:1 (in part)
33:3:1 (in part)
33:3:2-5
33:3:1 (in part)
33:3:6-11
33:3:1 (in part)
33:3:12-14

33:4:1-2
33:4:3-4
33:4:11
33:4:5-10
54:—:l-5
54:—:6-8

OUTLINE FOR CODIFICATION OF

SAPs 33-54

Contents

Section

Definitions and Basic Concepts
Study of System
Evaluation of System
Correlation With Other Auditing Procedures

211

Source
SAP: Ch.: Par.
54:—:9-34
49:—:8
54:-:35-48
54:—:49-63
54:-:64-68
54:-:69-75

Appendix A—Relationship of Statistical
Sampling to Generally Accepted Auditing
Standards
Appendix B—Precision and Reliability for
Statistical Sampling in Auditing

54: Appendix A

330

Evidential Matter

33:6:1-15

331

Evidential Matter for Receivables and Inventories
Receivables
Inventories
Inventories Held in Public Warehouses

332

Evidential Matter for Long-Term Investments

51:—:1-15

338

Working Papers

39:—:1-8

400

T h e First, Second, and Third Standards
of Reporting

410

Adherence to Generally Accepted Accounting Principles

420

Consistency of Application of Generally
Accepted Accounting Principles
Accounting Changes Affecting Consistency
Changes Not Affecting Consistency

320A

320B

Periods to Which the Consistency Standard Relates
Consistency Expression
430

Adequacy of Informative Disclosure

54: Appendix B

43:—:1-2
43:—:3-8
43:—:9-13
37:—:3
37: Appendix: 5

33:7:1-4
53:—:2-6
53:—:7-12
53:—:13-15
50:—:4-5
53:—:16-18
53:—:19
53:—:20
33:9:1-6
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Section

Contents

Source
SAP: Ch.: Par.

500

T h e Fourth Standard of Reporting

510

Expression of Opinion in the Auditor's Report

511

Unqualified Opinion
Short-Form Report

33:10:8
33:10:4-7
50:—:3

512

Qualified Opinion

33:10:9-11

513

Adverse Opinion

33:10:12-13

514

Disclaimer of Opinion

33:10:14-16

515

Piecemeal Opinion

46:—:2-ll

516

Unaudited Financial Statements

38:—:1-12
50:—:9

517

Reporting When a Certified Public Accountant Is Not Independent
Negative Assurance
Dating of the Independent Auditor's Report
Events Occurring After Completion of
Field Work but Before Issuance of Report
Reissuance of the Independent Auditor's
Report
Opinions on Prior Year's Statements
Circumstances Which Require a Departure
From the Standard Short-Form Report
Restrictions Imposed by the Client

518
530

535
540
541

542

543

544
545

Other Conditions Which Preclude the Application of Necessary Auditing Procedures
Receivables and Inventories
Long-Term Investments
Part of Examination Made by Other Independent Auditors

Lack of Conformity With Generally Accepted Accounting Principles
Inadequate Disclosure

33:10:1-3

42:—:1-6
33:10:19-21
47:—:13-14
47:—:15-17
47:—:18-20
33:10:48
33:10:26
33:10:31
43:—:18 (in part)
33:10:30
43:—:15-20
51:—:16
45:—:1-13
51:—:5a(ii)
45:—:14-17
33:10:37-40
33:10:41-43

OUTLINE FOR CODIFICATION OF

Section

546

547

560
561

SAPs 33-54

Contents
Omission of Statement of Changes in Financial Position
Reporting on Inconsistency
Change in Accounting Principle
Reporting on Changes in Accounting
Principle That Are Not in Conformity
With Generally Accepted Accounting
Principles
Reports Following a Pooling of Interests
First Examinations
Pro Forma Effects of Accounting Changes
Unusual Uncertainties as to the Effect of
Future Developments on Certain Items
Subsequent Events
Subsequent Discovery of Facts Existing at
the Date of the Auditor's Report

600

Other Types of Reports

610
620
630
640

Long-Form Reports
Special Reports
Letters for Underwriters
Reports on Internal Control

641

Reports on Internal Control Based on Criteria Established by Governmental Agencies

700

Special Topics

710

Filings Under Federal Securities Statutes
Subsequent Events Procedures in 1933
Act Filings

900

Special Reports of the Committee on
Auditing Procedure

901

Public Warehouses—Controls and Auditing
Procedures for Goods Held
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Source
SAP: Ch.: Par.
50:—:7-8
53:-:24-26

53:-:27-34
44:—:l-2
53:—:21-23
53:—:35
33:10:45-47
51:—:17
47:—:1-12
41:—:2-ll

33:12:1-6
33:13:1-11
48:—:1-44
49:—:1-2
49:—:15-33
52:—:l-6

33:1:10-16
47:—:21
47:—:22-25

37

Index to Statement on
Auditing Standards No.1
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Index
APB Opinions
No. 16, 546.12
No. 18, 332.06
No. 19, 420.09
No. 20, 420.04, .06, .10-.12
Accounting changes, 420.04-.14, .17,
.18
See also Consistency
Accounting controls
See Internal control—accounting
control
Accounting principles
See Generally accepted accounting
principles
Accounts receivable
See Receivables
Accrual basis statements, modified
See Special reports—modified
accrual basis statements
Addressee of report, 511.05
Administrative controls
See Internal control—administrative
control
Adverse opinion
See Opinion—adverse
Alternative procedures
See Confirmations
Disclosure
Inventories
Receivables
Audit tests
Described, 320B.06
Tests of details
Uncertainty, 320B.06
Auditing procedures
See also Generally accepted auditing
standards
Confirmation of receivables,
331.03-.08
Defined, 150.01
Internal control, relation to, 320.01,
.69-.74; 320A.19

Inventories held in public warehouses, 331.14-.15; 901.23~.27,
.32
Long-term investments, 332.04—.05,
.07, .13
Observation of inventories, 331.09.13
Piecemeal opinion, 515.06
Subsequent period, 560.10
Contingent liabilities and litigation,
560.12
Cutoffs, 560.11
Inquiries with officers and executives, 560.12
Interim financial statements, comparison with, 560.12
Letters of representation, 560.12
Minutes of meetings, 560.12
Timing of, 310.02, .05-.09
Auditing standards
See Generally accepted auditing
standards
Auditor, independent
See also Generally accepted auditing
standards
Independence
Appointment of, 310.03-.04
Expert section in registration statements, 710.03, .07
Independence, 220.01-.07
Internal auditor, relationship to,
320.74
Opinion, 510.01-.03
See also Opinion
Professional qualifications, 110.03.04
Public warehouses, judgment in
procedures for, 901.08
Reliance on other auditors
See Report, other auditor's
Responsibilities, 110.01-.09
Distinguished from management's,
110.02
Fraud, detection of, 110.05-.08
Letters for underwriters, 630.02,
.05
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Profession, to, 110.09
SEC filings, 710.02-.11
Subsequent events, 530.02;
710.08-.11
Statistical sampling, 320A.01-.24
Training and proficiency, 210.01-.05
Unaudited financial statements
See also Unaudited financial
statements
Association with, 516.03
Use of name, 516.10
Working papers, ownership and
custody of, 338.06
See also Working papers
Auditor's report
See Report, auditor's

c
Capsule information
See Letters for underwriters
Cash basis statements, 620.05-.06
See also Special reports—cash basis
statements
Certificate
See Opinion
Change in accounting principle
See Consistency—change in accounting principle
Change in reporting entity, 420.07
Comfort letters
See Letters for underwriters
Comparability
Affected by, 420.04
Changes in classification and reclassifications, 420.14
Consistency, relation to, 420.03
Compliance tests
See also Internal control—tests of
compliance
Statistical sampling
Substantive tests
Confidence, 320B.23
Nature of, 320.56-.59
Precision, 320B.17-.18, .22
Procedural deviations, 320B.15,
.17-.18, .21, .24, .37
Auxiliary control, 320B.20

Errors and irregularities, relation
to, 320B.16, .19-.20, .22
Primary control, 320B.20
Quantitative and qualitative,
320B.16
Purpose of, 320.55-.56
Reliability, 320B.23-.24, .37
Statistical sampling, 320.62; 320A.22-.23; 320B.15-.24, .37
Timing and extent of, 320.60-.63
Confidence
See Statistical sampling—confidence
Confirmations, 331.03-.08
Alternative procedures, use of,
542.02-.04
Negative, 331.04-.06
Positive, 331.04-.06, .08
Public warehouse, 331.14-.15;
901.07, .23-.24, .26, .32
Consistency
Accounting change, 420.06
Material future effect, 420.18
Adoption of accounting principle
Change in degree of materiality,
420.17
Substantially different transactions
or events, 420.17
Change in accounting estimate,
420.12
Change in accounting principle,
420.05-.06; 546.01-11
Alternative generally accepted
accounting principle, to, 546.04
Concurrence with, 546.01, .03
Exception to, 546.01, .03
Lacks general acceptance,
546.05, .09
Management justification for
change, 546.06, .11
Not affecting consistency, 420.12.14
Subsequent year's report, effect
on, 546.07, .09-.11
Change in principle inseparable from
change in estimate, 420.11
Change in reporting entity,
420.07-.09
Change in time lag between
investor and investee, 332.12
Changes in classification and reclassifications, 420.14
Comparability, relation to, 420.03
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Correction of error in principle,
420.10
Disclosure, 420.05, .12-.18; 546.13
Error corrections, 420.13
Expression
Initial accounting period, 420.21
Single year, 420.21
Two or more years, 420.21
First examinations, 546.14—.16
Inadequate records, effect of, 546.15
Inconsistency
Deviation from standard shortform report, 540.01
Reporting on, 546.01-.17
Modification of accounting principle
Substantially different transactions
or events, 420.17
Objective, 420.02
Period to which standard relates,
420.20
Pooling of interests, 420.08;
546.12-.13
Restatement of financial statements,
546.02-.03, .06, .10
Scope limitations, 546.15
Special reports, 620.03
Standard of reporting, 150.02;
420.01-.05
Statement of changes in financial
position
Variations in format and
presentation, 420.15-.16
Contingent liabilities, 560.12
"Cutoff date," 630.08
See Letters for underwriters
Cutoffs, 560.11

D
Date of auditor's report
See Report, auditor's—date of
Degree of risk
Effect on scope, 150.05
Disclaimer of opinion
See Opinion—disclaimer
Disclosure
Accounting change, 420.19
Material future effect, 420.18
Accounting principle
Adoption of, 420.17

Modification of, 420.17
Additional explanatory information,
545.03
Adequate, 410.01-.06
Adverse opinion, 513.02
Change in accounting estimate,
420.12
Change in accounting principle,
546.05, .08
Changes in classification and reclassifications, 420.14
Consistency, 420.05
Comparability, 420.05
Departure from APB Opinions,
545.04; 546.12
Disclaimer of opinion, 514.02-.03
Scope limitation, 514.02
Essential information, client declines
disclosure of, 545.01-.02
Inadequate, 545.01-.02
Effect on short-form report,
540.01
Letters for underwriters, departure
from SEC requirements, 630.13
Limited scope on receivables or
inventories
Alternative procedures, use of,
542.02
No satisfaction, 542.03
Satisfaction, 542.01, .04
Material uncertainty, 547.03—.04
Nature and type, 430.02-.05
Omission of statement of changes
in financial position, 545.05
Other auditors, examination by,
543.07, .11; 630.33
See also Report, other auditor's
Pooling of interests, effect on prior
year, 546.13
Prior year's statements, comparison
of, 535.01
Privileged communication, 430.06
Pro forma financial data, 560.05
Registration statement, changes in,
630.43
Report, reissued, 530.07
Special reports, 620.03
Standard of reporting, 430.01-.06
Statement of changes in financial
position
Omission of, 545.05
Restatement, 420.16
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Variations in format and presentation, 420.15-.16
Subsequent discovery of facts,
561.06-.09
Subsequent events
Before issuance of report,
530.03-.05
Conditions not existing at date of
balance sheet, 560.05
Examples of, 560.06
Effect of equity method on longterm investment, 332.13
Materiality of, 560.09
Pro forma financial data, 560.05
Reissued report, 530.06-.08
Unaudited financial statements,
516.05-.06, .11; 542.06
Due professional care
See General standards-—due professional care

E
Errors and irregularities,
See Compliance tests
Internal control
Statistical sampling
Substantive tests
Evidential matter, 330.01-.15
Competence of, 320A.17; 330.08
Extent of tests, 320.72-.73;
320A.19; 330.14
Insufficient, 514.01; 542.06
Internal control
Evaluation, 320A.19-.22
Reliance on, 320.71-.73
Tests of compliance, 320A.22
Inventories, 331.01-.02, .09-.13
See also Inventories
Inventories held in public
warehouses, 331.14-.15
See also Public warehouses
Long-term investments, 332.01-.15
See also Long-term investments
Materiality, 320A.01; 330.09, .11
Nature of, 330.03-.07
Receivables, 331.01-.08
See also Receivables
Statistical sampling, 320A.09-.17;
330.14; 331.11
Substantive tests, 320.70
Sufficiency, 320A.16; 330.09-.15

Working papers, 338.03
See also Working papers
Examples
Letters for underwriters
Concluding paragraph, 630.42
Draft letter, 630.07, .43
Independence, 630.12
Interim earnings data for twelvemonth period, 630.46
Introductory paragraph, 630.11
Later date letter reaffirming comments in earlier letter, 630.47
Other accountants, 630.52
Independence, 630.32
Qualified opinion, 630.51
Recent earnings data, 630.49
SEC
Agreement to departure from
requirements, 630.48
Compliance, 630.13
Statistics, comments on, 630.53
Subsequent changes, 630.50
Tables, comments on, 630.53
Typical letter, 630.45
Opinion
Adverse, 544.01
Cash basis statements, 620.05-.06
Change in accounting principle
Concurrence with, 546.03
No management justification,
546.06
Not in conformity with GAAP,
546.05
Restatement of financial statements, 546.02
Disclaimer
Independence, lack of, 517.03
Inventory observation, lack of,
542.05
Material uncertainty, 547.03
Restrictions imposed by client,
541.01
Unaudited, 516.04, .11
GAAP, not in conformity with,
544.01
Inadequate records, effect on
consistency, 546.15
Letters for underwriters
Comments on statistics, 630.53
Comments on tables, 630.53
Interim earnings data for
twelve-month period, 630.46
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Other accountants, 630.52
Independence, 630.32
Qualified, 630.51
Recent earnings data, 630.49
SEC agreement to departure
from compliance, 630.48
Subsequent changes, 630.50
Typical letter, 630.45
Omission of reference to consistency, 546.16
Other auditors, 543.09, .16
Piecemeal, 515.10
Qualified
Disclosure inadequate, 545.02
Omission of statement of
changes in financial
position, 545.05
Restrictions imposed by client,
541.02
Subject to, 547.01, .02
Short-form, 511.04
Subject to, 547.01, .02
Reports on internal control
Limitations, 640.12
Objectives, 640.12
Recommendations for improvement, 640.12
Weaknesses, description of,
640.12, .13
Extent of tests, 320.72-.73; 320A.19;
330.14

F
Filings under federal securities
statutes
See SEC filings
Financial statements
See Statements, financial
First examinations, 546.14—.16
Formula—reliability level for substantive tests, 320B.35
Fraud
Detection of, 110.05-.08
Effect on opinion, 110.05
Fidelity bonds, protection by, 110.06
Negligence, 110.08
Subsequent to examination, disc o v e r of, 110.08

Funds statement
See Statements, financial—statement
of changes in financial position

G
GAAP
See Generally accepted accounting
principles
GAAS
See Generally accepted auditing
standards
General standards, 150.02
See also Generally accepted auditing
standards
Due professional care, 230.01-.04
Independence, 220.01-.07
Independent accountant, training
and proficiency of, 210.01~.05
Nature of, 201.01
Special reports, 620.02
Generally accepted accounting
principles
Acceptable alternatives, 410.03
Acceptance through industry usage,
410.04
Adherence to, 410.01-.04
Change in accounting principles,
546.01, .04-.06, .11
See also Consistency—change in
accounting principles
Consistency, 420.01-.05
See also Consistency
Departure from, 544.01-.03
Modified accrual basis statements,
620.07
Not-for-profit organizations, 620.08
Regulated companies, 544.02-.03
Standards of reporting, relation
to, 150.02; 410.01-.04
Generally accepted auditing
standards, 150.01-.06
Accounting control, 320.49
Auditing procedures, 150.01
Degree of risk, 150.05
General standards, 150.02
See also General standards
Interim financial statements,
applicability to, 150.06
Internal control
See Internal control
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Inventories, observation of
See Inventories
Materiality, 150.04
See also Materiality
Receivables, confirmation of
See Confirmations
Receivables
Standards of field work, 150.02
See also Standards of field work
Standards of reporting, 150.02
See also Standards of reporting
Statistical sampling, 320A.01-.24
Standards of field work,
320A.07-.24
Tests of details, 320B.06
Uncertainty, 320B.07-.09

H
Historical background, App. A
Bulletins of 1917, 1918, 1929,
1936, App. A
"Codification of Statements on
Auditing Procedure" (1951).
App. A
"Extensions of Auditing Procedure," App. A
"Generally Accepted Auditing
Standards," App. A
"Statements on Auditing Procedure," App. A

I
Inadequate disclosure
See Disclosure—inadequate
Inadequate financial records, 546.15
Incomplete financial presentation
See Special reports—incomplete
financial presentation
Special reports—modified
accrual basis statements
Bond indenture, compliance
with, 620.10
No financial presentation, 620.09
Opinion, 620.10
Profit-sharing bonuses, determination of, 620.09
Rents, determination of, 620.09
Royalties, determination of, 620.09

Scope of examination, 620.10
Special purpose, 620.09
Specific accounts, adequacy of,
620.10
Independence, 220.01-.07
Auditor's report, effect on,
517.01-.06
Letters for underwriters, 630.12
Independent auditor
See Auditor, independent
Interim financial statements
See also Statements, financial—
interim
Generally accepted auditing
standards, applicability of, 150.06
SEC filings, 516.12
Subsequent events, effect on longterm investments, 332.13
Unaudited, basis of including
investor's equity, 332.11
Internal auditors
Supplement to tests of independent
accountants, 320.74
Internal control
See also Reports on internal control
Accountability, 320.25, .28, .39,
.43-.48
Discrepancies, appropriate action
for, 320.48
Fiduciary and recorded, distinguished between, 320.44
Accounting control, 320.10—.14,
.19, .28-.31, .33-.39,
.42-.48, .55-.59, .61,
.63-.65, .68
Generally accepted auditing
standards, 320.49
Public warehouses, 901.07, .18
Reports on criteria established by
governmental agencies, 641.02
Administrative control, 320.10,
.12, .27, .29
Management decisions, 320.27
Public warehouse, 901.07, .18
Reports on criteria established by
governmental agencies, 641.02
Auditor's report on evaluation,
640.01-.21
See also Reports on internal
control
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Authorization, 320.21, .28, .37
General, 3 2 0 . 2 2
Specific, 3 2 0 . 2 2
Characteristics, essential, 3 2 0 . 3 5 - . 4 4
Comparisons, 320.28, . 4 3 - . 4 6
Computers, use of, 320.03, .33
Costs and benefits, 320.32, .46
Data processing, method used,
320.33
Decision tables, 3 2 0 . 5 1 , .53
Definition, 320.09, .19, . 2 6 - . 3 4
Degree of risk, effect on scope,
150.05
Distinction between audit service
and special service, 3 2 0 . 0 2 - . 0 3
Elements of, 320.13, . 3 5 - . 4 8
Errors and irregularities, 320.34,
.36, .42, . 4 5 - . 4 7 , . 6 5 - . 6 8 ,
.72; 3 2 0 A . 1 4 - . 1 5 ; 3 2 0 B . 1 6 - . 1 9 ,
20, .22, .30
Evaluation of, 150.02; 3 2 0 . 0 1 ,
. 0 6 - . 0 8 , . 6 4 - . 6 8 ; 320A.18, .20
See also Reports on internal
control
Client's procedures, 320A.21
Errors and irregularities, prevention and detection of, 3 2 0 . 6 5
Preliminary, 320.54
Procedures, auditor's, 3 2 0 . 6 5 - . 6 7
Purpose of, 320.06, .64
Statistical sampling, not applicable, 320A.21, .23
Evidential matter, relationship to,
3 2 0 . 6 9 - . 7 4 ; 320A.19; 3 3 0 . 0 8 - . 0 9
Extent of tests, relationship to,
320.72; 320A.18-.19
Fiduciary accountability, 3 2 0 . 4 4
Financial statements, reliability of,
320.12, . 1 7 - . 1 9 , .28, .47
Flow charts, 320.51, .53
Fraud, prevention and detection of,
110.06; 320.34
Generally accepted auditing
standards, 150.02; 3 2 0 . 4 9
Independent source of information,
320.39
Internal auditors as supplement,
320.74
Job description, 320.51
Limitations on effectiveness
Collusion, 320.34

Changed conditions, inadequate
due to, 320.34
Errors, 3 2 0 . 3 4
Management advisory service distinguished from internal control,
320.02
Management information system,
320.04
Management responsibility,
320.28, .31
Narrative memoranda, 3 2 0 . 5 3
Nature and scope of study,
320.05, . 4 9 - . 5 0
Personnel, 3 2 0 . 3 5
Procedural deviations, 3 2 0 B . 1 5 - . 2 2
Procedure manuals, 320.51
Public warehouses, 9 0 1 . 0 4 - . 1 7 ,
.19, . 2 8 - . 3 1
See also Public warehouses—
internal control
Purpose of study and evaluation,
320.06-.08
Suggested improvements, 3 2 0 . 0 7
Questionnaire, 3 2 0 . 5 3
Reasonable assurance, 320.32,
.35, .37, .39
Reconciliation, 3 2 0 . 2 5
Recording of transactions, 320.24,
.28, . 3 8 - . 3 9 , . 4 3 - . 4 4
Reliability, 3 2 0 . 7 1 - . 7 2 ; 3 2 0 B . 3 2 - . 3 5
Reports on internal control, 3 2 0 . 0 5 ;
640.01-.21; 641.01-.06
See also Reports on internal
control
Review of system, 3 2 0 . 5 0 - 5 4 , .66
Discussion with client personnel,
320.51
Reference to documentation,
320.51
Tracing transactions, 3 2 0 . 5 2
Risks, protection against
Errors in accounting process,
320.72
Safeguarding of assets, 3 2 0 . 1 4 - . 1 6 ,
.28, .42, .46
Access to assets
Physical segregation, 3 2 0 . 4 2
Protective equipment or
devices, 3 2 0 . 4 2
Segregation of functions,
320.42
Accountability, 320.25, .28,
.39-.40, .43-.48
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Cost and benefit, 320.46
Errors, 320.15-.16, .19, .45-.47
Management decisions, 320.14
Scope of study, 320.49-.50
Generally accepted auditing
standards, 320.08
Specific engagement, 320.08
Segregation of functions, 320.36
Special reports, 320.08
See also Reports on internal
control
Special services as distinguished
from internal control, 320.02
Standards of field work, 150.02;
320.01, .69
Statistical sampling, 320.62;
320A.07, .18-.23; 320B.14-.37
Study of system
Review of system, 320.51-.54
Scope of, 320.49-.50
Tests of compliance, 320.55-.63
Substantive tests, 320.70, .73, .75
See also Substantive tests
Susceptibility to error or irregularity, 320.40
Comparisons, 320.45-.47
Tests of compliance, 320.50, .55-.63;
320B.15-.24
See also Compliance tests
Audit trail, 320A.22
Documentary evidence,
320A.22-.23
Evaluation of, 320A.22
Internal auditor, supplement to
tests of, 320.74
Nature of, 320.56-.59
Audit trail, absence of, 320.59
Inquiries of personnel, 320.59
Inspection of documents for
approval, 320.58
Observation of personnel,
320.59
Performance of necessary
procedures, 320.57
Segregation of duties, 320.59
Supplement to internal auditor's
tests, 320.74
Prescribed procedures, reliance
on, 320.55
Purpose, 320.55
Segregation of duties, 320A.23
Supplement to tests of internal
auditors, 320.74

Timing and extent of, 320.56, .74
Audit trail, absence of, 320.63
Degree of assurance, 320.60
Interim period tests, 320.61
Reasonable assurance, 320.60
Segregation of duties, 320.63
Statistical sampling, 320.61-.62;
320A.22-.23; 320B.15-.24
Transactions, flow of, 320.19-.25
Accountability, 320.20, .25
Accounting period, 320.38
Authorization, 320.20-.23
Distinguished from approval,
320.23
Execution, 320.20, .37
Management function, 320.21
Recording of, 320.20, .24, .38-.41
Cost allocation, 320.41
Internal transfers, 320.41
Transactions with outside
parties, 320.40
Individual recording, 320.40
Susceptibility to error or
irregularities, 320.40
Time, considerations of,
320.40
Inventories
Alternative procedures, use of,
542.02-.04
Evidential matter, 331.09-.13
In public warehouses, 901.01-.32
Observation of
Perpetual, 331.09, .12
Physical, 331.10-.12
Statistical sampling, 331.11
Opening, not observed, 542.05
Procedure, where no observation,
331.13
Public warehouses, 331.14-.15
Inventories in public warehouses
See Public warehouses
Investments
See Long-term investments

Letters for underwriters
Accountant's report, relation to date
of, 630.15
Addressee, 630.10
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Adverse change, 630.21
Allocations, methods of—comments
on, 630.40
Capsule information, 630.19-.20, .49
Changes in capital stock and longterm debt, 630.16
Comfort letters, 630.01
Comments, form of, 630.03
Concluding paragraph, 630.42
Date, 630.03
Closing date, 630.08
Cutoff date, 630.08
Effective date, 630.09
Filing date, 630.09
Subsequent letters, relation to,
630.09
Disclosure
Changes in registration statement,
630.43
Other accountants, 630.33
Draft letter
Example, 630.07
Omissions from, 630.43
Examples, 630.44-.53
Concluding paragraph, 630.42
Draft letter, 630.07, .43
Independence, 630.12
Interim earnings data for twelvemonth period, 630.46
Introductory paragraph, 630.11
Later date letter reaffirming comments in earlier letter, 630.47
Other accountants, 630.52
Independence, 630.32
Qualified opinion, 630.51
Recent earnings data, 630.49
SEC
Agreement to departure from
requirements, 630.48
Compliance, 630.13
Statistics, comments on, 630.53
Subsequent changes, 630.50
Tables, comments on, 630.53
Typical letter, 630.45
Form, 630.03
Independence, 630.12, .45
Interim earnings data for twelvemonth period, 630.46
Interim period financial statements,
630.18, .45
Introductory paragraph, 630.11
Later date letter, reaffirming comments in earlier letter, 630.09, .47

Legal interpretations, representations
as to, 630.41
Limitations, 630.02
Limited audit procedures, disclosure
of, 516.09
Nature and scope, 630.02
Negative assurance, 518.02; 630.02,
.15-.17, .19-.23, .31, .33, .45
Opinion, statutory responsibility with
respect to, 630.15
Other accountants, 630.16, .52
Independence, 630.32
Report of, 630.33-.35
Addressee, 630.35
Contents of, 630.35
Procedures described, 630.05, .07,
.16, .45
Pro forma financial statements,
630.16
Qualified opinion, 630.28-.31
Effect on unaudited financial
statements, 630.51
Subject to, 630.29
Reasonable investigation, 630.02
Recent earnings data, 630.19-.20,
.49
Registration statement, 630.27, .30
Responsibility, 630.03
SEC, compliance with, 630.45
Agreement to departure from
requirements, 630.48
Departure from, disclosure of,
630.13
Pro forma adjustments, 630.14
Pro forma financial statements,
630.14
Securities Act of 1933, requirements
under, 630.04
Statistics, comments on, 630.36—.41,
.53
Subjects referred to, 630.06
Subsequent change, 630.21-.22, .31,
.45, .49-.50
Change period, 630.23-.25
Comparison dates, 630.25
Procedures, limitation of, 630.26
Registration statement, reference to
disclosure, 630.27
Tables, comments on, 630.36-.41, .53
Unaudited financial statements,
630.16-.18, .31, .45
Underwriting agreement, 630.04, .07
Working papers, 630.16
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Letters of representation, 560.12

Changes in classification and reclassifications, disclosure of, 420.14
Confirmation of receivables, lack of,
542.03
Consistency, 420.17
Evidential matter, 320A.09; 330.09,
.11
GAAP, not in conformity with,
544.01
Investment valuation decline, 547.04
Observation of inventory, lack of,
542.03, .05
Other auditors, examination by,
543.02
See also Report, other auditor's
Piecemeal opinion
Materiality threshold, 515.03, .06
Statistical sampling, 320A.09-.13
Subsequent events, effect of, 560.09
Uncertain outcome, 547.03
Uncertainty of investment, 547.04

Long-form reports
Co-existing with conventional shortform report, 610.04
Factual representations, 610.05
Inclusions, detail of, 610.01
Management's representations and
auditor's representations, 610.03
Opinion, 610.05-.06
Scope, 610.02
Long-term investments
Auditor's report, effect on, 542.06;
543.14; 547.04
Disclosure, 332.02, .08
Equity method, 332.06-.15
Significant influence over
investee, 332.06-.07, .09
Evidential matter, 332.01-.15
Loss in value, 332.03, .14; 547.04
Objectives of examination, 332.02
Other auditors, examination by,
543.14
Subsequent events, disclosure of,
332.13
Time lags between investor and
investee, 332.12
Type of evidence, 332.04-.05
Collateral, 332.05
Fair value, evaluation of, 332.05
Financial statements of investee,
332.05
Market quotations, 332.05
Unaudited statements of investee,
332.11; 542.06
Uncertainty, and, 547.04
Unrealized intercompany transactions, 332.15; 542.06
Valuation decline, 547.04

Modified accrual basis statements,
620.07
See also Special reports—modified
accrual basis statements
Monetary errors
See Errors and irregularities

N
Negative assurance, 518.01-.03
Letters for underwriters, 518.02;
630.02, .15-.17, .19-.23, .31,
.33, .45
Special reports, 518.03
Non-profit organizations
See Special reports—not-for-profit
organizations

M

Not-for-profit organizations, 620.08

Materiality, 150.04
Accounting principle, adoption of,
420.17
Accounting principle, modification
of, 420.17
Adverse opinion, as result of, 513.02
Change in accounting estimate,
disclosure of, 420.12
Change in accounting principles,
546.05, .09

o
Opinion
Addressee, 511.05
Adverse, 513.01-.02; 515.02, .07,
.10; 544.01-.04; 546.10
Accounting change, 546.05, .09—
.10
Materiality, 513.02; 544.01
Modified accrual basis statements,
620.07
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Prescribed accounting practices,
544.02
Reasons for, 513.02
Regulated companies, 544.02—.04
Appointment of auditor near or after
year end date, effect of, 310.04
Cash basis statements, 620.05-.06
Change in accounting estimate,
effect on consistency, 420.12
Change in accounting principle,
420.05-.06; 546.02-.03
Effect of, 546.01
Inseparable from change in
estimate, 420.11
Lacks general acceptance, 546.04.11
Made at beginning of year preceding earliest year reported on,
546.03
Management justification, 546.04,
.06, .11
Materiality, 546.05
Subsequent year's reports, effect
on, 546.07-.11
To alternative generally accepted
accounting principle, 546.04
Change in reporting entity, 420.08
Consistency, 420.01, .05-.07, .10-.11
Error corrections, effect on, 420.10,
.13
First examinations, 546.14—.16
Omission of reference to, 546.16
Degree of responsibility, 150.02;
543.03-.04, .07-.09
Disclaimer, 514.01-.03
Evidential matter, insufficient,
514.01
Lack of independence, 517.03—.04
Material uncertainty, 547.03-.04
Piecemeal opinion, 515.02, .08, .10
Reasons for, 514.03
Restrictions imposed by client,
541.01
Scope limitations, 514.02; 542.05
Unaudited statements, 516.04
Uncertainty of investment's valuation decline, 547.04
Disclosure inadequate, effect on,
430.04; 545.01-.05
Evidential matter, 150.02; 320.69;
320A.09; 330.01-.02, .11-.12, .15
Examples
Adverse, 544.01

Cash basis statements, 620.05-.06
Change in accounting principle
Concurrence with, 546.03
No management justification,
546.06
Not in conformity with GAAP,
546.05
Restatement of financial statements, 546.02
Disclaimer
Independence, lack of, 517.03
Inventory observation, lack of,
542.05
Material uncertainty, 547.03
Restrictions imposed by client,
541.01
Unaudited, 516.04, .11
GAAP, not in conformity with,
544.01
Inadequate records, effect on
consistency, 546.15
Letters for underwriters
Comments on statistics, 630.53
Comments on tables, 630.53
Interim earnings data for
twelve-month period, 630.46
Other accountants, 630.52
Independence, 630.32
Qualified, 630.51
Recent earnings data, 630.49
SEC agreement to departure
from requirements, 630.48
Subsequent changes, 630.50
Typical letter, 630.45
Omission of reference to consistency, 546.16
Other auditors, 543.09, .16
Piecemeal, 515.10
Qualified
Disclosure inadequate, 545.02
Omission of statement of
changes in financial position,
545.05
Restrictions imposed by client,
541.02
Subject to, 547.01-.02
Short form, 511.04
Subject to, 547.01-.02
First examinations, 546.14-.16
Fraud, effect on, 110.05
GAAP, not in conformity with,
544.01-.04
Regulated companies, 544.02-.04
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Incomplete financial presentation,
620.10
Independence, lack of, 5 1 7 . 0 1 - 0 6
Internal control, 3 2 0 . 6 9 ; 320A.19
Letters for underwriters, 6 3 0 . 1 5 - . 1 7 ,
.19-.21, .45-.53
Long-form reports, 610.02, .06
Negative assurance, 5 1 8 . 0 1 - 0 2 ;
6 3 0 . 1 5 - . 1 7 , . 1 9 - 2 1 , .31, .33, .45
See also Negative assurance
Other accountants
See Report, other auditor's
Other auditors
See Report, other auditor's
Piecemeal, 5 1 5 . 0 1 - . 10
See also Piecemeal opinion
Pooling of interests, effect of,
546.12-.13
Prior year records not in conformity
with GAAP, 5 4 6 . 1 6
Prior year's statements, 535.01
Qualified, 5 1 2 . 0 1 - . 0 3
Accounting change, 5 4 6 . 0 5 - . 0 6 ,
.09-.10
"Except for," 5 1 2 . 0 2 ; 5 4 5 . 0 2 ;
546.06
Inadequate disclosure, 5 4 5 . 0 1 - . 0 2 ,
.04-.05
In other auditor's report, 5 4 3 . 1 5
Modification of short-form report,
512.03
Modified accrual basis statements,
620.07
Not in conformity with GAAP,
544.01
Registration statement, in,
630.28-.31
Restrictions imposed by client,
541.02
Scope limitations, 5 4 2 . 0 3 - . 0 6
"Subject t o , " 5 1 2 . 0 2 ; 5 4 7 . 0 1 - . 0 2
Uncertainty, 5 4 7 . 0 1 - . 0 2 , .04
Uncertainty of investment valuation decline, 5 4 7 . 0 4
Regulated companies, 5 4 4 . 0 2 - . 0 4
Report of other auditors, reference
to, 5 1 2 . 0 3 ; 5 4 3 . 0 8
See also Report, other auditor's
Restatement of financial statements,
5 4 6 . 0 2 - . 0 3 , .10, .16
Scope, 1 5 0 . 0 2 ; 5 1 0 . 0 2 ; 5 1 5 . 0 4
SEC, compliance with, 6 3 0 . 2 8 - . 2 9

Separate opinion on each financial
statement, 5 1 0 . 0 3
Short-form report, 5 1 1 . 0 2 - . 0 5
Standards of reporting, 150.02
Statement of changes in financial
position
Omission of, 5 1 6 . 0 8 ; 5 4 5 . 0 4 - . 0 5
Restatement, disclosure of, 4 2 0 . 1 6
Variations in format and presentation, 4 2 0 . 1 5 - . 1 6
Statistical sampling, 320A.10, .14
Subject to
See Qualified opinion
Unaudited financial statements,
516.01-.13
See also Unaudited financial statements
Uncertainties as to effect of future
developments, 547.01—.04
Decisions dependent on management judgment, 5 4 7 . 0 2
Decisions of parties other than
management, 547.01
Long-term investments, 5 4 7 . 0 4
Unqualified, 5 l l . 0 1 - . 0 5
Other auditor's report
See Report, other auditor's

P
Piecemeal opinion, 5 1 5 . 0 1 - 1 0
Accompanied by disclaimer or adverse opinion, 5 1 5 . 0 2
Auditing procedures, 5 1 5 . 0 6
Distinguished from qualified opinion,
515.01
Example, 5 1 5 . 1 0
Expression of, 5 1 5 . 0 7 - 1 0
internal use statements, 5 1 5 . 0 4
Interrelationship of accounts,
515.05, .08
Materiality, 5 1 5 . 0 6
Restriction of broad phrases, 5 1 5 . 0 7 .09
Scope limitation, 5 1 5 . 0 4
Scope of examination, 5 1 5 . 0 3 - . 0 6
Pooling of interests
Prior year, effect on, 5 4 6 . 1 3
See also Statements, financial—
prior year's
Precision
See Statistical sampling—precision
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Predecessor auditor
See Report, other auditor's

Warehouseman
Investigation of, 901.29-.32
Performance, evaluation of,
901.29, .31-.32
Controls, 901.02, .18-.22, .29-.31
Field warehouses, 901.11
Audit procedures, 901.23-.26
Controls, 901.18-.22
Government regulation, 901.12, . 1 5 .16
Internal control, 901.04, .17-.22,
.29-.31
Accounting controls, 901.18, .23
Administrative controls, 901.18,
.23
Faulty performance
Failure to maintain effective
custody of goods, 901.17
Improper issuance of warehouse
receipts, 901.17
Improper release of goods,
901.17
Loss of goods, 901.17
Insurance, 901.19
Owner's goods, 901.29-.31
Receiving, storing, delivery of
goods, 901.19
Risk of loss on claims for damage,
901.17
Warehouse receipts, 901.19
Owner's goods, 901.28-.32
Terminal warehouse, 901.11
Types
Commodity warehouse, 901.11
Field warehouse, 901.10-.11
Terminal warehouse, 901.10-.11
Warehouse receipts, 901.12-.15,
.19, .21, .26
Accountability of warehouseman,
901.14
Collateral, used as, 901.13, .32
Negotiability, 901.12
Release of warehouse goods,
901.13, .15
Transferability of warehouse
goods, 901.12-.13

Prescribed report forms
See Special reports—prescribed report forms
Principal auditor
See Report, other auditor's
Prior year's financial statements
See Statements, financial—prior
year's
Pro forma financial data
Accounting change, for, 546.17
SEC requirements, 630.14, .16
Subsequent events, 560.05
Procedural deviations
See Compliance tests—procedural
deviations
Prospectus
See also SEC filings
Accountant's responsibility, 710.07
Experts section, 710.07
Summary of earnings, introduction
to, 710.07
Public warehouses
Audit procedures, 901.01-.04, . 2 3 .27, .32
Accountability, 901.07, .14, . 2 3 .24
Accounting controls, study of,
901.07, .18, .23
Administrative controls, study of,
901.07, .18, .23
Confirmation, 901.07, .23-.24,
.26, .32
Custodian of merchandise, 901.03
Field warehouses, 901.11, .20-.22,
.25
Insurance, 901.19, .27, .31
Judgment of independent auditor,
901.08
Owner's goods, 901.03, .28, .32
Physical observation, 901.07, .23,
.25, .32
Reserve for loss under damage
claims, 901.27
Supplemental inquiries, 901.32
Warehouse receipts, 901.07, .12.15, .19, .23-.24, .26
As collateral, 901.32

Q
Qualified opinion
See Opinion—qualified
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R
Range
See Statistical sampling—range
Receivables
Confirmation of, 3 3 1 . 0 3 - . 0 8
See also Confirmations
Impossible or impracticable to
confirm
Alternate procedures
No satisfaction, 542.03
Satisfaction, 5 4 2 . 0 1 - . 0 2
Restrictions imposed, 5 4 1 . 0 1 - . 0 2
Scope limitations, 5 4 2 . 0 3
Registration statements
See Letters for underwriters
S E C filings
Regulated companies
Generally accepted accounting
principles, 5 4 4 . 0 2 - . 0 4
Reliability
See Statistical sampling—reliability
Report, auditor's
See also Disclosures
Evidential matter
Independence
Letters for underwriters
Long-form reports
Negative assurance
Opinion
Reports on internal control
Reports, other auditor's
SEC filings
Special reports
Subsequent discovery of
facts
Subsequent events
Additional copies, 5 3 0 . 0 6
Report forms, prescribed
See Special reports—prescribed
report forms
Report, other auditor's, 5 4 3 . 0 1 - . 18
Assumption of responsibility, 543.03,
. 0 8 - . 1 1 , .17
Letters for underwriters, 6 3 0 . 3 2 .35, .52
Long-term investments—equity
method, 3 3 2 . 0 5 ; 543.14
Predecessor auditor, 5 4 3 . 1 8 ; 7 1 0 . 1 0 .11

SEC filings, 7 1 0 . 1 0 - . 1 1
Subsequent events, 710.10—.11
Principal auditor, materiality of work
performed, 5 4 3 . 0 2
Professional reputation and independence, inquiries as to, 543.10—
.11
Qualifications in other auditor's
report, 5 4 3 . 1 5
Reference to other auditors, 5 4 3 . 0 3 .10, . 1 2 - . 1 3
Associate or correspondent firm,
543.05
Decision
To make reference, 543.04—.05
Not to make reference, 5 4 3 . 0 6 .09
Example, 5 4 3 . 0 9
Materiality, 5 4 3 . 0 5 - . 0 6
Not a qualification, 5 1 2 . 0 3 ; 5 4 3 . 0 8
Retained by principal auditor,
543.05
'Review other auditor's work,
543.05, .12
Restatement of prior year's statements
following pooling of interests,
543.16-.17
SEC filings, responsibilities for,
710.10-.11
Reports on internal control, 6 4 0 . 0 1 .21; 6 4 1 . 0 1 - . 0 6
Based on audits, 6 4 0 . 1 2 - . 1 8
Based on criteria established by governmental agencies, 6 4 1 . 0 1 - . 0 6
Auditor's conclusion of adequacy
of procedures, 6 4 1 . 0 3
Conformity with criteria, lack of,
641.03-.04
Limited use of, 6 4 1 . 0 6
Recommendations for corrective
action, 641.05
Weaknesses, material, 6 4 1 . 0 3 - . 0 5
Based on special studies, 6 4 0 . 1 9 - . 2 1
Issued solely for management,
640.21
Issued solely for other independent
auditors, 640.21
Issued to regulatory Agencies or
public, 640.20
Scope of study, 6 4 0 . 1 9
Example of, 6 4 0 . 1 2
Future projection of earlier valuation, 640.07
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Interim statements, effect on, 6 4 0 . 0 7
Limitations of, 6 4 0 . 1 2
Objective of, 6 4 0 . 1 2
Other comments, identification of
Administrative control, 6 4 0 . 1 6
Compliance, 6 4 0 . 1 6
Purpose, usefulness of, 6 4 0 . 0 3
Recommendations for improvement,
640.12
Reliance, effect on, 6 4 0 . 0 6 - . 0 7
Unaudited financial statements,
640.07, .11
Users, 6 4 0 . 0 2
General public, 6 4 0 . 0 5 , .11
Management performance,
appraisal of, 6 4 0 . 0 8
Unaudited financial statements,
640.07, .11
Independent auditor, 6 4 0 . 0 4
Internal use only, 6 4 0 . 1 8
Management, 640.04, .18
Other independent auditor,
640.04, .17
Regulatory agencies, 6 4 0 . 0 4
Weaknesses, comments on, 640.12—
.15
Reservations
Accounting change in subsequent
year, 5 4 6 . 0 8
Prior year's statements, 535.01
Unaudited statements, 5 1 6 . 0 6 - . 0 7
SEC filings, 7 1 0 . 0 9
Responsibilities of auditor
See Auditor, independent—
responsibilities
Restatement of financial statements
See Statements, financial—prior
year's
Risk of error occurrence
See Compliance tests
Internal control
Statistical sampling—errors and
irregularities
Substantive tests

s
S E C filings, 7 1 0 . 0 1 - . 1 1
See also Prospectus
Accountant's certificates, purpose
of, 710.01

Accountant's responsibilities, 7 1 0 . 0 2 .07
Effective date and statutory responsibility, 7 1 0 . 0 5
Date of report, responsibility subsequent to, 5 3 0 . 0 2
Experts section, 7 1 0 . 0 3
Interim period, unaudited, 5 1 6 . 1 2
Letters for underwriters, 630.01,
.13-.14
See also Letters for underwriters
Qualified opinion, 6 3 0 . 2 8 ~ . 3 1
Reissuance of auditor's report,
530.06
Reissuance of financial statements
Events occurring subsequent to
original issuance, 5 6 0 . 0 8
Responsibilities of management,
710.01
Subsequent discovery of facts, disclosure of, 5 6 1 . 0 6
Subsequent events, 7 1 0 . 0 8 - . 1 1
See also Subsequent events
Responsibilities of predecessor
auditor, 7 1 0 . 1 0 - . 1 1
Unaudited financial statements,
516.12; 710.09
See also Unaudited financial
statements
GAAP, not in conformity with,
710.09
Safeguarding of assets
See Internal control—safeguarding
of assets
Sample size
See Statistical sampling—sample size
Scope of examination
Degree of risk, effect of, 150.05
First examinations, 5 4 6 . 1 5 - . 1 6
Incomplete financial presentation,
effect of, 6 2 0 . 0 9 - . 1 0
Interim financial statements, 1 5 0 . 0 6
Limitations, 5 1 4 . 0 1 - . 0 2
Departure from standard shortform report, 540.01
First examinations, 5 4 6 . 1 5
Imposed by client, 5 4 1 . 0 1 - . 0 2
Inventories, 5 4 2 . 0 1 - . 0 4
Long-term investments, 5 4 2 . 0 6
Piecemeal opinion, 5 1 5 . 0 4
Receivables, 5 4 2 . 0 1 - . 0 5
Long-form report, 6 1 0 . 0 2
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Materiality, effect of, 150.04
Opinion, 5 1 0 . 0 1 - . 0 2
Piecemeal opinion
Materiality threshold, 5 1 5 . 0 6
More extensive examination,
515.03
Restrictions imposed by client,
515.04
Special circumstances, 5 1 5 . 0 4
Restrictions imposed by client,
541.01-.02
Special report, effect of, 6 2 0 . 1 0
Short-form reports
See also Opinion—short-form report
Co-existing with long-form report,
610.04
Special Bulletin of Council of A I C P A —
"Disclosure of Departures from
Opinions of the A P B , " 5 4 6 . 1 2
Special reports, 6 2 0 . 0 1 - . 1 1
Cash basis statements, 6 2 0 . 0 1 , . 0 5 .06
Disclosure, 6 2 0 . 0 5
Omissions, 6 2 0 . 0 6
Opinion, 6 2 0 . 0 5 - . 0 6
Consistency, 6 2 0 . 0 3
Financial statements, use of titles,
620.04
General standards, 6 2 0 . 0 2
Incomplete financial presentation,
620.01, .09-.10
Opinion, 6 2 0 . 1 0
Scope, effect on, 6 2 0 . 1 0
Limited purpose reports
Bond indenture, compliance with,
620.01
Profit-sharing bonuses, determination of, 620.01
Rents, determination of, 620.01
Royalties, determination of, 6 2 0 . 0 1
Special studies, 620.01
Modified accrual basis statements,
620.01
Disclosure, 6 2 0 . 0 7
Opinion, 620.07
Not-for-profit organizations, 6 2 0 . 0 8
Prescribed report forms
Acceptability of, 6 2 0 . 1 1
Credit agencies, 620.01
Fair presentation, conflict with,
620.11

Governmental authorities, 6 2 0 . 0 1
Language of, 6 2 0 . 1 1
Revision of, 6 2 0 . 1 1
Wording of, 620.11
Standards of field work, 6 2 0 . 0 2
Standards of reporting, 6 2 0 . 0 3 - . 0 4
Standards of field work, 1 5 0 . 0 2
See also Generally accepted auditing
standards
Appointment of independent auditor,
310.03-.04
Evidential matter, 3 3 0 . 0 1 - . 1 5
See also Evidential matter
Internal control, 3 2 0 . 0 1 - 1 5
See also Internal control
Planning of field work, 3 1 0 . 0 2 ,
.08-.09
Special reports, 6 2 0 . 0 2
Statistical sampling, 3 2 0 A . 0 7 - . 2 4
Supervision, 2 1 0 . 0 3 - . 0 4 ; 3 1 0 . 0 1 ;
320A.24
Timing of audit procedures, 3 1 0 . 0 2 ,
.05-.09
Standards of reporting, 150.02
See also Generally accepted auditing
standards
Consistency, 4 2 0 . 0 1 - 2 1
See also Consistency
Disclosure, 4 3 0 . 0 1 - . 0 6
See also Disclosure
Generally accepted principles of
accounting, adherence to, 4 1 0 . 0 1 .04
See also Generally accepted principles of accounting
Opinion, 5 1 0 . 0 1 - . 0 3
See also Opinion
Special reports, 6 2 0 . 0 3 - . 0 4
Statement of changes in financial
position
See Statements,
financial—statement
of changes in financial position
Statements, financial
Accounting controls, 3 2 0 . 1 2 , . 1 7 .19, .28
Auditor's responsibilities, 1 1 0 . 0 2
See also Auditor, independent
Cash basis statements
Sec Special reports—cash basis
statements
Changes in accounting principle,
effect of, 4 2 0 . 0 5
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Comparability, 420.02, .04; 560.08
Effect of pooling of interests,
546.12
Consistency, 420.02
Change in accounting estimate,
420.12
Change in accounting principle,
420.05
Change in classification and reclassifications, 420.14
Change with material future effect,
420.18
Correction of error, 420.13
Expression on, 420.21
Examination, objective of, 110.01
First examinations, 546.14—.16
Incomplete
See also Special reports
Cash basis, 620.05-.06
Modified accrual basis, 620.07
Interim, 150.06
Evidential matter for investor, as,
332.11, .13
Examination of, 150.06
Letters for underwriters, 630.18,
.45, .46
Report on internal control, effect
of, 640.07
Subsequent period audit procedure, 560.12
Unaudited, filed with SEC,
516.12; 710.09
Internal use for, 515.04; 516.05, .08
Management's responsibilities,
110.02
Modified accrual basis statements
See Special reports—modified
accrual basis statements
Not-for-profit organizations, 620.08
Prescribed report forms
See Special reports—prescribed
report forms
Prior year's, 535.01
Impracticable to restate, 546.16
Not in conformity with GAAP,
546.16 '
Opinion, 535.01
Pooling of interests, 546.12-.13
Predecessor auditor, 710.10-.11
Restatement, 420.16; 546.02-.03,
.10, .16
Statement of changes, changes in
presentation of, 420.16

Unaudited, 516.11
Pro forma, 630.16
Letters for underwriters
Negative assurance, 630.16
SEC requirements, 630.14
Subsequent events, 560.05
Reclassifications, 420.14-.15
Reissuance of, 530.06-.08; 560.08
Reliability and internal control,
320.12, .17-.19, .28, .47
Report on internal control, effect of,
640.06
Reservations
Accounting change in subsequent
year, 546.08
Prior year's, 535.01
Unaudited, 516.06-.07; 710.09
Restatement
See Statements, financial—prior
year's
Revised financial statements
See Subsequent discovery of facts
Special reports, 620.01-.11
See also Special reports
Statement of changes in financial
position
Comparability, 420.15
Omission of, 516.08; 545.04-.05
Reclassification, 420.15
Restatement, 420.16
Variations in format and presentation, 420.15-.16
Subsequent discovery of facts
See Subsequent discovery of facts
Subsequent events
See Subsequent events
Susceptibility to error or irregularity,
320.47
Unaudited
See Unaudited financial
statements
Statistical sampling, 320A.01-24;
320B.01-.37
Alternative technique, as, 330.14
Applicability to auditing, 320A.01
Audit purposes, used for, 320B.05
Compliance tests, 320.62;
320A.22-.23; 320B.15-.24, .37
Confidence, 320A.03; 320B.09, .23
Dual-purpose tests, 320B.37
Errors and irregularities, 320A.11.15; 320B.16, .19-.20, .30, .36
Evaluation, auditor's, 320A.24
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Frequency of errors, 3 2 0 A . 1 1 - . 1 3
Monetary amount, 3 2 0 A . 1 1 .13, .19
Evidential matter, 3 2 0 A . 0 9 - . 1 7 ;
3 3 0 . 1 4 ; 331.11
Formula, 3 2 0 B . 3 5
Generally accepted auditing
standards, 3 2 0 A . 0 1 - . 2 4
Internal control, 320.62, .75;
320A.19-.23; 320B.15-.37
Judgment, 320A.03; 320B.03, . 1 1 .14, .28
Materiality, 3 2 0 A . 1 0 - . 1 3
Mathematical measurement, as a,
320B.08
Precision
Audit judgment, 3 2 0 B . 0 3 , . 1 1 - . 1 4
Audit planning for, 320A.24
Compliance tests, 3 2 0 B . 1 7 .22, .37
Defined, 320A.03
Dual-purpose tests, 3 2 0 B . 3 7
Materiality, 3 2 0 A . 1 1 - . 1 3
Probability, 3 2 0 B . 0 9 - . 1 0
Reliability, relation to, 320A.03,
.10
Substantive tests, 3 2 0 A . 2 6 - . 2 7 , .37
Range, 3 2 0 A . 0 3 ; 320B.09, .28, .30
Reasonableness of basis for opinion,
320A.10, . 1 4 - . 1 5
Reliability
Audit judgment, 320B.03, . 1 1 - . 1 9
Audit planning, 320A.24
Compliance tests, 3 2 0 B . 2 3 - . 2 4 ,
.37
Defined, 320A.03
Dual-purpose tests, 3 2 0 B . 3 7
Evaluation of internal control,
320A.22-.23
Extent of tests, 320A.19
Precision, relation to, 320A.10
Probability, 3 2 0 B . 0 9 - . 1 0
Reasonableness of basis for
opinion, 3 2 0 A . 1 4 - . 1 5
Risk of errors, 3 2 0 B . 2 9 - . 3 0 , .36
Substantive tests, 3 2 0 B . 2 8 - . 3 7
Risks of error, 3 2 0 A . 1 4 - . 1 5 ; 320B.16,
. 1 9 - . 2 0 , .30, .36
Sample evaluation, 320A.17, .24;
320B.14
Sample result, 3 2 0 B . 0 9
Sample size, 3 2 0 A . 1 6
Standards of field work, 3 2 0 A . 0 7 - . 2 4

Substantive tests, 3 2 0 . 7 5 ; 3 2 0 B . 1 4 .37
See also Substantive tests
Tests of compliance, 3 2 0 A . 2 2 - . 2 3 ;
320B.14-.24
See also Compliance tests
Uncertainty in audit tests, 3 2 0 B . 0 6 .10
Use, 3 2 0 A . 0 5 - . 0 6
Determination of audit tests,
330.14
Inventory determination, 331.11
"Subject t o " opinion
See Opinion—qualified
Subsequent discovery of facts, 5 6 1 . 0 1 .10
Disclosure
Adjustments applicable to prior
periods, 5 6 1 . 0 6
Impact on financial statements,
561.06, .09
Revised auditor's report, 5 6 1 . 0 6
Revised financial statements,
561.06
To others, 5 6 1 . 0 9
Entities applicable to, 5 6 1 . 1 0
Existence at date of report, 5 6 1 . 0 4
Legal counsel, 5 6 1 . 0 2 , .08
Nature and effect of, 5 6 1 . 0 5
Reliability, investigation of, 5 6 1 . 0 4
Reliance on financial statements,
effect on, 5 6 1 . 0 5
Reliance on report, prevention of,
561.08
Client's refusal to disclose, 5 6 1 . 0 8
Notification, 5 6 1 . 0 6 - . 0 8
S E C filing, 5 6 1 . 0 8
SEC filings, disclosure, 5 6 1 . 0 6
Time elapsed since statement issuance, 5 6 1 . 0 5
Subsequent events, 5 6 0 . 0 1 - 1 2
Additional evidence
Auditing procedures, 5 6 0 . 1 0 - . 1 2
Changes in estimates, 5 6 0 . 0 3
Conditions existing at date of
balance sheet, 5 6 0 . 0 3
Prior to issuance of financial
statements, 5 6 0 . 0 3
Adjustments
Not required, 5 6 0 . 0 4 - . 0 5 , .07
Required, 5 6 0 . 0 3 - . 0 4 , .07
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Before issuance of report, 5 3 0 . 0 3 - . 0 4
Conditions existing at date of balance
sheet, 5 6 0 . 0 3 - . 0 4 , .07
Conditions not existing at date of
balance sheet, 5 6 0 . 0 4 - . 0 7
Disclosure of, 5 6 0 . 0 5 - . 0 6 , .09
Examples of, 5 6 0 . 0 6
Date of, 5 3 0 . 0 1 , . 0 3 - . 0 8
Disclosure of, 5 6 0 . 0 5 - . 0 6 , .09
Materiality, effect of, 5 6 0 . 0 9
Realization of assets, 5 6 0 . 0 7
Reissuance of auditor's report, 5 3 0 . 0 6
S E C filings, 5 3 0 . 0 2 ; 7 1 0 . 0 8 - . 1 1
Settlement of estimated liabilities,
560.07
Subsequent period
See Auditing procedures
Substantive tests
Defined, 3 2 0 . 7 0
Errors and irregularities, 320B.22,
.25-.27, .29-.30, .36-.37
Precision, 3 2 0 B . 2 6 - . 2 7 , .37
Procedural deviation, 3 2 0 B . 2 2
Purpose of, 3 2 0 . 7 0
Ratios and trends, review of, 3 2 0 . 7 0
Reliability, 3 2 0 B . 2 8 - . 3 7
Reliability level, formula, 3 2 0 B . 3 5
Reliance on, 3 2 0 . 7 3
Risk of error occurrence, 3 2 0 B . 2 9 .30, .36
Statistical sampling, 3 2 0 . 7 5 ;
320B.14-.37
Substantive errors, 3 2 0 B . 2 2
Tests of details, 3 2 0 . 7 0
Statistical basis, 3 2 0 . 7 5
Successor auditor
See Report, other auditor's
Supplementary inquiries
See Public warehouses

T
Tests of details, 3 2 0 B . 0 7
Errors and irregularities, 3 2 0 B . 2 9
Statistical sampling, 3 2 0 B . 0 8

Unaudited financial statements,
516.01-.13
Accountant's name, use of, 5 1 6 . 1 0
Accounting service, 516.01

Association with, 516.03, . 0 7 - 0 8
Plain paper, 5 1 6 . 0 3
Typing service, 5 1 6 . 0 3
Auditing procedures
Description of, 5 1 6 . 0 9
Responsibility to apply, 5 1 6 . 0 2
Disclaimer of opinion, 5 1 6 . 0 4
GAAP, not in conformity with,
5 1 5 . 0 5 - . 0 7 , .11; 5 1 7 . 0 6
Restricted to internal use, 5 1 6 . 0 5 ,
.08
Independence, lack of, 5 1 7 . 0 1 - . 0 6
Letters for underwriters, in,
6 3 0 . 1 6 - . 1 8 , .31, .45
Long-term investments, 3 3 2 . 0 5 ;
542.06
Omission of statement of changes in
financial position, 5 1 6 . 0 8
Prior year's statements for comparative purposes, unaudited, 5 1 6 . 1 1 ;
535.01
Report on internal control, 640.07,
.11
Reservations, 5 1 6 . 0 6 - . 0 7 ; 7 1 0 . 0 9
Restricted distribution of, 5 1 6 . 0 9
SEC filings, 5 1 6 . 1 2 ; 7 1 0 . 0 9
Tax returns, 5 1 6 . 1 3
Uncertainty
Effect on opinion
See Opinion—qualified
In audit tests, 3 2 0 B . 0 6 - . 1 0
Tests of details, 3 2 0 B . 0 6 - . 0 8
Unusual uncertainties
See Opinion
Unqualified opinion
See Opinion—unqualified

w
Warehouse receipts
See Public warehouses—warehouse
receipts
Working papers, 3 3 8 . 0 1 - . 0 8
Custody of, 338.07, .08
Determining factors for type and
content, 3 3 8 . 0 4
Form and details of, 338.01
Functions of, 3 3 8 . 0 2
Guidelines, 3 3 8 . 0 5
Letters for underwriters, 6 3 0 . 1 6
Nature of, 3 3 8 . 0 3
Ownership of, 3 3 8 . 0 6

